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Existing Legal and Regulatory Framework for the Microfinance Institutions in India

1 STRUCTURAL EvoLutioN oF MICROFINANCE
INSTITUTIONS IN INDIA

This section outlines the evolutionary and legal context of microfinance institutions in India.
It details the types of legal forms available to microfinance institutions and provides some
examples.

The exchange of money in the form of credit as well as cash between various participants
in the economy is a practice that has been traced back some 5,000 years to the ancient
civilizations of Greece and Mesopotamia. Ancient India was one of the early adopters
of the monetary exchange system with evidence of its use over 3,000 years ago and the
dating of the earliest Indian coins to shortly after the death of the Lord Buddha around
400 BC. India and South Asia developed their own monetary tradition, albeit subject to
the influences of Iran and the Graeco-Roman world. The first references to credit occur
in Vedic texts and followers of the Lord Mahavira, the Jains, initially took on the role of
India’s bankers.

1.1 FINANCIAL SERVICES FOR THE POOR DO EXIST...?

While informal financial services have always been an integral part of the traditional
economy-my of India,® even semi-formal and formal financial services through
agricultural cooperatives and banks are within physical reach (less than 5 km) of perhaps
99 per cent of the population of the country. A vast network of commercial banks,
cooperative banks and regional rural banks (RRBs) as well as other financial institutions
(FI1s) provide such services. Other Fls include non-bank finance companies (NBFCs),
insurance companies, provident funds and mutual funds. There are more than 1,58,000
retail credit outlets in the cooperative and banking sectors, augmented by another 13,700
or so NBFCs (of which, however, under 600 have been licensed to accept deposits). Of
these, there are some 94,000 cooperative societies or branches of cooperative banks,
around 60,000 branches of 27 public sector commercial banks and 196 RRBs and another
4,700 branches of 55 smaller private banks, all providing financial services in India.
There is also a growing number of foreign banks operating but their reach, through
some 200 branches, is limited to the main cities.*

1 Williams, J. ed., 1997. Money: A History. New York: St Martin’s Press. Modern Iraq broadly covers the area that
was known as Mesopotamia in ancient times.

2 Much of the discussion in the first three sections is based on Sinha, 2000. India Country Study in Asian Development
Bank, 2000. The Role of Central Banks in Microfinance in Asia and the Pacific. ADB: Manila.

3 See Ghate, P, 1992. Informal Finance. Oxford: Oxford University Press as well as Rutherford, S and Arora, SS, City
Savers, New Delhi: DFID, 1997 amongst other sources of information on ROSCAs, Chit Funds and other informal
means of obtaining finance.

4 Reserve Bank of India, Report on Currency and Finance, 1997-98.
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Formal financial services are, in theory, available to low income families mainly through
33,000 or so rural and 14,000 sub-urban branches of the major banks and RRBs and by
94,000 cooperative outlets — either bank branches or village level primary societies.
Financial services to the poor are also available from - agents of NBFCs. The RRBs, in
particular, were established specifically in order to meet the credit requirements of the
poor — small and marginal farmers, landless workers, artisans and small entrepreneurs
and should, therefore, have emerged as a major source of microfinance. A total of 140,000
institutional outlets serving the rural sector and the poor implies the availability of one
outlet for every 5,600 persons — in theory, a very favourable ratio for catering to the
financial needs of-low income families.

1.2 BUT THEIR AVAILABILITY IS A MIRAGE

For many years, bankers and senior government officers were fond of describing the
Government of India’s (Gol) main poverty alleviation programme, the Integrated Rural
Development Programme (IRDP), as “the world’s largest microfinance programme”.
And so it was. It involved the commercial banks in giving loans of less than Rs 15,000
to poor people and, in nearly 20 years, resulted in financial assistance of around Rs 250
billion to roughly 55 million families.> The problem with IRDP was that its design
incorporated a substantial element of subsidy (25-50 per cent of each family’s project
cost) and this resulted in extensive malpractices and mis-utilisation of funds. This
situation led bankers too to see the IRDP loan as a politically motivated hand-out and
they largely failed to follow up with borrowers. The net result was that estimates of the
repayment rates in IRDP ranged from 25-33 per cent. Not surprisingly, the two decades
of IRDP experience — in the 1980s and 1990s — affected the credibility of micro-borrowers
in the view of bankers and, ultimately, hindered access of the usually less-literate poor to
banking services.

Similarly, the entire network of primary cooperatives in the country and the RRBs —
both sets of institutions established to meet the needs of the rural sector in general and
the poor, in particular — has proved a colossal failure. Saddled with the burden of directed
credit and a restrictive interest-rate regime, the financial position of the RRBs deteriorated
quickly while the cooperatives suffered from the malaise of mismanagement, privileged
leadership and corruption born of excessive state patronage and protection.®

5 This suggests that virtually all the 60 million or so poor families were covered by the IRDP. Alas, this was not the
case as the numbers include many cases of repeat assistance (deliberate) and perhaps even more cases of unjustified
selection of ‘beneficiaries’.

& For a more detailed discussion, see Sinha, 2000, op cit.
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1.3 SO THE SEMI-FORMAL NGO-MFI SECTOR HAS STEPPED IN

Over the past 20-25 years, the resultant vacuum in the financial system has started to be
filled, initially with the pioneering efforts of development organisations such as the
SEWA Bank (Ahmedabad), Annapurna Mahila Mandal (Mumbai) and Working Women’s
Forum (Chennai) but, more vigorously during the 1990s, by the entry of significant
numbers of non-government organisations (NGOs) into microfinance. Current estimates
of the number of NGOs engaged in providing microfinance services to the poor exceed
1,000 organisations (M-Cril’s estimate based on the experience through research in the
field of rural finance and ratings of microfinance institutions in different parts of India).’

Initially, many NGO microfinance institutions (MFIs) were funded by donor support
in the form of revolving funds and operating grants. In recent years,® development
finance institutions such as NABARD, SIDBI and microfinance promotion organisations
such as the Rashtriya Mahila Kosh (RMK - the National Women's Fund) have provided
bulk loans to MFIs. This has resulted in the MFIs becoming intermediaries between the
largely public sector development Fls and retail borrowers consisting of groups of poor
people or individual borrowers living in rural areas or urban slums. In another model,
NABARD refinances commercial bank loans to self-help groups (SHGs) in order to
facilitate relationships between the banks and poor borrowers. This movement has
witnessed significant progress over the last 10 years and has brought changes in the rural
banking system.

Though, in most cases, the organisations earlier involved in developmental works have
made a start in providing “user friendly” formal financial services to the poor, gradually
transforming themselves into MFIs, their outreach is still minuscule in comparison with
the need. Recent compilations of support provided by major Fls shows that the
microfinance outstandings of domestic Fls (including non regulated NGO-MFIs) did
not exceed Rs 3,500 crore (US$804 million) by March 2005 with an outreach of less
than 15 million families — at best less than 25 per cent of the 60-70 million poor families
in the country. This includes the NABARD scheme for linking SHGs directly with
banks. The available data indicates that progress and outreach in the latter scheme was
around Rs 2,000 crore (US$460 million) outstanding and covering, at most, 10 million
families as per March 2005 estimates.®

" This number includes all registered societies, trusts, a few NBFCs and “new generation” cooperatives acting as
financial intermediaries. It specifically excludes unregistered self-help groups that are usually established and
facilitated by the NGOs; and it also excludes conventional cooperatives.

& Roughly since 1994

® M-Cril’ estimate for the number of families. The information available on this programme does not cover amounts
outstanding or the number of SHGs with outstanding loans. The numbers on the NABARD linkage have been
estimated on the basis of data available at the NABARD website.
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At the same time, the involvement of commercial banks in microfinance is negligible
both in relation to the current volume of microfinance and (even more so) to their
broader engagement in rural areas. The total credit from the scheduled commercial
banks to the “weaker sections™ is estimated at Rs 32,300 crore (US$ 7.5 billion) at the
end of March 2004 compared to the total rural deposits of Rs 176,000 crore (US$ 41
billion).*

1.4 AND DELIVERS MICROFINANCE THROUGH A VARIETY OF LEGAL
FORMS

Since microfinance was taken up mainly as a development initiative rather than as a
commercial activity, the voluntary development agencies (or NGOs) who were registered
either as societies, trusts or Section 25 companies, did not think of looking at alternative
institutional forms for providing these services — though some cooperatives and one
cooperative bank were also engaged specifically in microfinance. As the scale of operations
of microfinance activities started growing and, along with that, the desirability of
undertaking such activity on a for-profit basis started coming into focus, the larger
institutions started to feel the need for a transformation in their legal structure. As a
result, MFIs in India can now be found in the form of NBFCs as well.

Of the 1,000+ MFIs in the country today, perhaps 400-500 continue to operate in the
form of registered societies or trusts*2. While institutions like ASA Trust, Tamil Nadu
and Nav Bharat Jagriti Kendra, Jharkhand were established initially for a wide range of
development activities, some key institutions in the country today were established
specifically for microfinance but registered as societies for lack of an appropriate
alternative. Examples of these are Swayam Krishi Sangam (SKS), based at Hyderabad
and operating in the Telangana region of Andhra Pradesh, and Grameen Koota based in
Bangalore and operating in the rural areas near the city. ASA is registered as a trust
under the Indian Trust Act as are other institutions such as Mahasemam and ASSEFA
(also in Tamil Nadu).

Another 300-400 MFIs in India operate as cooperatives either under the conventional
state-level cooperative acts, the national level multi-state cooperative legislation or under
the new state-level mutually aided cooperative acts (MACS Act).®® Notable examples of
cooperatives operating under the conventional acts are the Annapurna Mahila Cooperative

0 “Weaker sections”, official parlance for the poor and under-privileged sections of society. Includes all families
officially classified as poor but also some non-poor who belong to the lower castes or to specified groups of other
religious minorities.

11 Bankers' attitudes which limit commercial bank exposure to microfinance are extensively discussed in Goodwin-
Groen, Ruth, The Role of Commercial Banks in Microfinance: Asia Pacific Region. Brisbane, Australia: Foundation
for Development Cooperation, 1998.

2 M-Cril’s estimate for the number of MFIs.

13 As discussed above, the actual number of primary thrift and credit cooperative societies in India is very high, close
to one lakh, but a large proportion of these are defunct and are mostly very small. The number of 300-400 here
only estimates the number of cooperative institutions that are likely to have more than 100 members.
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Credit Society in Mumbai, the Indian Cooperative Network for Women (of the Working
Women’s Forum) in Chennai, Ankuram Sangamam Poram in Hyderabad and Pushtikar
Laghu Vyaparik Pratishthan in Jodhpur. Some of the district cooperative banks — such
as DCCB Bidar (in northern Karnataka) — have also started to take a significant interest
in microfinance. Of the state-level MACS Acts there has been a significant impact so far
only in Andhra Pradesh — which pioneered this regulatory form. There are now many
significant Mutually Aided Cooperative Thrift Societies (MACTS) in Andhra Pradesh
which, therefore, account for the bulk of the 300-400 number cited above. Some better
performing examples of such MACTS are the ACTS Mahila MACTS based in Chittoor,
the PWMACTS in Vishakhapatnam and the Indur MACTS Federation in Nizamabad.

More recently, a trend to register MFIs as companies has emerged. Some are registered
as not-for-profit companies under Section 25 of the Companies Act, at least partially to
take advantage of the Reserve Bank of India’s (RBI) exemption from registration for
such companies providing microfinance services. Notable examples of these include the
Cashpor Microcredit Company Ltd (CMC), based at Varanasi and operating in the
eastern part of Uttar Pradesh and western Bihar, and Sanghamithra Rural Financial
Services Limited (SRFS) based at Bangalore, operating in Karnataka. However, these
are still relatively few in number, perhaps no more than ten.

Another, form of registration that indicates a bolder, overtly commercial (and in the
long term, institutionally more sustainable) approach to microfinance is the establishment
of a for-profit company followed by registration with the RBI as an NBFC. A number
of MFIs are considering this route and a few have either already transformed into NBFCs
or are in the process of doing so. Some of the largest MFIs in the country now operate
as for-profit NBFCs. Key MFIs that have already converted their MFI form into for-
profit NBFCs (or started as such) are Bhartiya Samruddhi Finance (of BASIX), Hyderabad
(operating in the states of Andhra Pradesh, Karnataka, Orissa and Maharashtra), SHARE
Microfin, based at Hyderabad and operating in the states of Andhra Pradesh, Orissa
and Chattisgarh, Spandana, based at Guntur and operating largely in the urban areas of
coastal Andhra Pradesh and Sarvodaya Nano Finance (of ASSEFA), based at Chennai
and operating in much of Tamil Nadu.

Though a look at the operational profile of each of the NBFCs suggests that
transformation of large MFIs into this form has helped them to scale up operations
significantly, the form still has significant constraints, particularly in the regulatory
limitations on the range of financial services they are able to offer. These limitations are
discussed later in this report.

The following section discusses the legislation on which each of the organisational forms
discussed above is based before the report reviews the status of the present regulatory
frameworks and prudential norms that must be adhered to by MFIs operating in India.
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b. every producer company shall deal primarily with the produce of its active
members for carrying out any of its objects specified in the rules (as prescribed
above in (a).

Any 10 or more individuals, each of them being a producer or any two or more producer
institutions, or a combination of 10 or more individuals and producer institutions
desirous of forming a producer company having its object specified in the rules prescribed
under Section 209% and otherwise complying with the requirements of this part and
the provisions of this part and the provisions of this Act in respect of registration, may
form a company as a producer company under the Companies Act.

Application for registration shall be presented to the Registrar of Companies of the state
in which the registered office of the producer company is, as stated by the memorandum
of association, to be situated

a. the memorandum of the producer company; and
b. itsarticles, duly signed by the subscribers to the memorandum.

If the Registrar is satisfied that all the requirements of this Act have been complied with
in respect of registration and matters precedent and incidental thereto, he shall, within
30 days of the receipt of the documents required for registration, register the
memorandum, the articles and other documents, if any, and issue certificate of
incorporation under this Act. A producer company so formed shall have the liability of
its members limited by the memorandum to the amount, if any, unpaid on the shares
respectively held by them and be termed a company limited by shares. On registration,
the producer company shall be incorporated as a private limited company provided the
provisions of the private limited companies with reference to the limit to the number of
members shall not apply to a company registered under this part and that under any
circumstances whatsoever, the producer company shall not become a public limited
company.

A multi-state cooperative society with objects not confined to one state can also make
an application to the Registrar for registration as a producer company. The procedure
for the registration of multi-state cooperative society would be same as any other entity.
Once registered as a producer company, the provisions of the new Act shall govern the
new entity. Also, the Registrar of Companies who registers the company shall forthwith
intimate the Registrar with whom the erstwhile multi-state cooperative society was earlier
registered for appropriate deletion of the society from its register. All properties and
assets, movable and immaovable, of, or belonging to, the multi-state cooperative society
as on the transformation date, shall vest in the producer company. The same would
happen to the rights, debts, liabilities, interests, equity, privileges and obligations of the
producer company.

% Relates to the requirements for registration of companies.
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2.8.2 Share Capital, Special User Rights, Transferability of such Rights and Benefits
to Members

The share capital of a producer company shall consist of equity shares and the shares
held by a member, shall as far as possible, be in proportion to the patronage of that
company. The producers who are active members may, subject to the provision in the
articles, have special rights and the producer company may issue appropriate instruments
to them in respect of such special rights. The equity shares of the producer companies
would be transferable to an active member of the company subject to the prior approval
of the board. Any producer company may, subject to such conditions as may be
prescribed, issue bonus shares by capitalisation of reserves in proportion to the shares
held by the members on the date of such issue. The new Act also provides for the
disbursement of dividend and patronage bonus as per the provisions in the article.

2.8.3  Membership, voting rights and general meeting

Every producer company shall in each year, hold, a general meeting, as its annual general
meeting (AGM) and not more than 15 months shall elapse between the date of one
AGM and that of the next. The various procedures of the AGM of the producer company
would be governed by the provisions under the Company Act. However the voting
rights of the members would be different from those of the Company Act. In a case
where the membership consists solely of individual members, the voting rights shall be
based on single vote for every member, irrespective of his shareholding or patronage of
the producer company. In a case where the membership consists of producer institutions
only, the voting rights of producer institutions shall be based on the basis of the
shareholding by such producer institutions during the first year of registration and on
the basis of the participation in the previous years' business during the subsequent years.
In a case where the membership consists of individuals and producer institutions, the
voting rights shall be computed on the basis of a single vote for every member.

2.8.4 Finance, Accounts and Audit

All the provisions of the Companies Act would apply to the producer companies with
regard to the financial management, accounts and book keeping and audit. Every
producer company shall have internal audit of its accounts by a chartered accountant at
such intervals and in such manner as may be prescribed. Every producer company
would need to maintain a reserve, in addition to any reserve maintained by it, as may be
specified in the articles. In case the producer company does not have a surplus in any
financial year for transfer to the reserves, the contribution to the reserve shall be shared
amongst the members in proportion to their patronage in the business of that company
in that year.

2.8.5 Donations, Loans and Investments

A producer company may by special resolution make donation or subscription to any
institution for the purpose of promoting social and economic welfare of producer
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members or producer or general public but not for any political purpose whether directly
or indirectly, subject to such conditions as may be prescribed. It can also provide financial
assistance to the members provided that any loan or advance to any director or his
relative shall be granted only after the approval of the members in the general meeting.
It shall apply its reserves for investment in the approved securities, as may be prescribed,
or by a special resolution or for promotion of its objectives by acquiring the shares of
another producer company whether by formation of a subsidiary company or by joint
venture or in any other manner. Any producer company, either by itself or together with
its subsidiaries may invest, by way of subscription purchase or otherwise, shares in any
other company, other than a producer company, for an amount not exceeding such
proportion of the aggregate of its paid-up capital and free reserves as may be prescribed.

2.8.6  Amalgamation, Merger or Division to Form New Producer Companies

A producer company may, by a resolution passed at its general meeting, decide to transfer
its assets and liabilities, in whole or in part, to any other producer company, which
agrees to such transfer by a resolution passed at its general or special meeting, for any of
its objects. It may also decide to divide itself into two or more new producer companies.
Similarly two or more producer companies may, by a resolution passed at any general
meeting of its members, decide to amalgamate and form a new producer company or
merge one producer company with another. Every such resolution needs to have the
approval of a majority of its members with at least two-third of its voting rights attendance.
In the case of transfer of whole assets of one producer company to another, the registration
of the first producer company shall stand cancelled and that company shall be deemed
to have been dissolved and shall cease to exist forthwith as a corporate body. When the
two producer companies amalgamate into a new producer company and the new producer
company is duly registered with the Registrar, the older producer companies shall be
deemed to have been dissolved and shall cease to exist. The amalgamation, merger or
division of companies under the this Act, shall not in any manner whatsoever affect the
pre-existing rights or obligations and any legal proceedings that might have been
continued or commenced by, or against, the concerned resulting company, or merged
company, as the case may be.

2.8.7 Taxation

At this point in time, the Income Tax Act does not have any special relief for the proposed
producer companies. Upon notification from Parliament, it is quite possible that the
producer companies would have similar treatment under the Income Tax Act as
cooperatives or companies.

2.8.8 External Borrowing

With the recent notification of RBI regarding ECB by the NGOs (vide notification no
RBI1/2004-05/434 A.P.(DIR Series) Circular No. 40 dated 25 April 2005), it is quite
likely that MFIs registered as producer companies would also have access to cheaper
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external funds for borrowing provided they meet the conditions laid down in the above
notification.

2.8.9 Compatibility with Insurance Regulations

With its member-focused approach, producer companies are likely to provide a good
opportunity for insurance companies to be tapped as channels for product distribution.
It is quite likely that they will have similar status as cooperative societies and act as
channels for the distribution of insurance products.

2.8.10 Advantages and Disadvantages for MFI Registration as Producer Companies

Advantages

i Simple process of registration;

il Simple record-keeping and even simpler regulations;
i Low possibility of interference by the regulator; and
iv. Member-focused approach.

Disadvantages

i As a member-owned organisation, bound to face the problems related to
professional management and governance; also the profit-centric approach
necessary for the long term sustainability of the microfinance programme may
take a back seat;

ii  Tax exemption for surpluses not likely; and

iii  Commercial investors could shy away — as equity investment may not be possible
in such organisations. Also debt investment would have its limitations, as
such organisations by their design would have problems in mobilising equity.

2.9 CONCLUSIONS: INSTITUTIONAL ISSUES WITH MFIS IN INDIA

The above discussion clearly underlines the regulatory limitations of the legal framework
for the microfinance sector in India. Though many innovative initiatives have been
undertaken by Indian MFIs over the past five to seven years, their efficacy has been
limited and their operations hamstrung by the absence of a supportive regulatory
environment.

MPFIs would like to provide financial services to low-income clients with the objectives
of providing financial services to large numbers of low-income clients, and ensuring
long-term sustainability, while operating within the boundaries of the legal framework.

As the discussion above suggests, the problems of these MFIs are manifold. While
societies and trusts provide an initial breakthrough to start microfinance operations;
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these structures are not appropriate for supporting the scaling-up of operations. MACS
and producer companies may offer better options, but their lack of professional
governance structures raises serious doubts in the minds of investors. Mobilising equity
support for such institutions is also a problem. These factors hamper the scaling-up of
operations as these entities would find it hard to mobilise the substantial volumes of
funds required for expansion. Section 25 companies also suffer from such lacunae —
though their problem is related mainly to equity mobilisation and thereby to the leverage
capacity of such institutions. This brings the discussion to the two remaining options —
NBFCs and cooperative banks. Following the problems with the cooperative banks
over the last few years, RBI has been extremely reluctant to provide fresh licenses for
such entities. NBFCs have a similar problem; RBI has been very reluctant to offer
registration to new NBFCs for one reason or another, compounding the problem of
raising the substantial capital requirement of Rs 2 crore.

The RBI has recently shown some willingness to provide registration to NBFCs
established by MFIs. NBFCs established by Spandana in Guntur and SKS in Hyderabad
have been registered during 2004-05. However, the problem of ownership structure is
an issue for NGO-MFIs even if RBI starts being generous in providing registration to
such entities. Societies are not allowed to promote companies since the Societies Act
bars them from investing in equity. Some of the leading MFIs have found a ‘noble’
solution in the formation of Mutual Benefit Trusts (MBTs). Societies promote these
MBTs through their clients and the MBTSs, in turn, invest in the equity of NBFCs. The
parent NGO-Societies could provide grant support to MBTs and this money may be
used for equity investment in the NBFC. This appears to be a very safe solution despite
MBTs not having the benefit of tax saving. However, some of these MBTSs are using
clients’ savings also for investing in NBFCs as equity.

The ICICI Bank has tried to bring some innovation in order to find a solution to this
problem. According to their arrangement, they enter into a partnership with an existing
NGO-MFI or Section 25 company. While ICICI Bank provides the funds for client
mobilisation and lending, these institutions, using their community mobilisation skills,
form the groups and function as an agency for the bank. These loans to the clients or
groups remain on the accounts of ICICI Bank and the MFIs provide the front-end
services to the clients in return for a commission. This seems to be meeting both the
ends — while the sanctity of the legal system prevails, clients also benefit from receiving
credit services. However, since the ICICI Bank is currently the only bank applying this
“partnership” model, this arrangement — which by-passes the capital adequacy norms
that normally inhibit investors — heightens the dependence of the institution on a single
entity and limits the ability of the institution to engage in product innovation since
aspects like repayment conditions and interest rate to retail clients are specified by the
agreement with the bank. A summary of the issues affecting the choice of institutional
form by MFIs is contained in Table 2.9 below.
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Table 2.9
Features of Legal Forms for Microfinance Institutions in India
. Po— Start-up Regulatory Investor Confidence Deposit Scaling up of
Legal Entities Registration . . - .
’ ’ Capital Requirements Equity | Debt Mobilisation Governance Operations
Societies Very easy and can be | No minimum | Cursory Not possible- | Low Not allowed as per Mostly May be problematic; as
obtained within weeks | requirement however grants the guidelines of RBI | informal the funds for upscaling
could be though the central would be hard to raise
provided bank turns a blind and ineffective
eye if there are no management could
problems3, hamper growth.
Trusts Same as above Same as Cursory Same as above |Low Not allowed in public | Mostly Same as above
above charitable trusts - but | informal
can be mobilised in
the case of private
and mutually-aided
trusts
Sec 25 Easy, but not aseasy | None Exempted Not facilitative | High Not allowed Relatively | Possible to scale up
Companies as those of trustsand | required from most as Sec 25 better and | due to professional
societies; especially for of the companies are more formal | governance and high
an existing company to regulatory not allowed to lender confidence.
convert into a Section requirements | declare Problems may still
25 company of NBFCs dividends come up due to lack

of equity from
commercial investors
as the leveraging
capacity of the
organisation

would be affected.

31 For details on the topic refer to the discussions in Section 2.1 of the report.
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Legal Entities Registration Start-up Regulatory InvesFor Confidence Deposit Governance Scaling up of
Capital Requirements Equity | Debt Mobilisation Operations
NBFC Difficult - may take up | Rs 2 crore | Substantial - Highasthe | High Allowed if it meets | Likely to be It provides very
to a year as RBI has especially if the entry and exit certain criteria - | professional sound background
been very cautious in entity is allowed to | (perceived) especially the need for scaling up of the
providing licenses mobilise deposits | routes are for an investment operations as both
easier grade rating the investor
from a recognised confidence and the
agency® management
strengths are
normally good with
these entities.
Cooperative Easy Nominal | Nominal Low; due to | Moderate Allowed from Doubtful - as it|Relatively easier.
Societies lack of a clear members comes from the| However, here again
(MACS) exit route board members|leverage can be a
who are mostly| problem as there is
beneficiaries. Raises| no  commercial
issues of corporate | equity investment
governance as well.
Cooperative Extremely difficult - | Moderate —| Very high. Also Low; dueto | High Allowed Same as above Relatively easier.
Banks RBI has not been Rsl lakh | subject to multiple| lack of a clear But better then
entertaining any regulations — by RBI| exit route MACS as the entry
request for registration and the state Reg- capital requirement
istrar of Cooperatives itself is very high.
Producer Relatively easier No Nominal No external | High: as these| Allowed from the Same as above; as | Same as MACS.
Companies minimum investors entities would| members. the basic character
ceiling have  more of such companies
freedom in would be similar
operations than to that of
cooperatives cooperatives

32 Refer to Section 2.5 for discussion on the topic.
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3

This sub-section discusses the statutory requirements for different types of legal entities engaged
in microfinance service delivery. It details the capitalisation issues and disclosure require-
ments that need to be satisfied by each type of entity.

STATUTORY REQUIREMENTS

3.1 CAPITALISATION, CAPITAL ADEQUACY AND EQUITY CAPITAL

As discussed in Section 2, MFIs registered as societies and trusts by their design lack a
clear ownership structure, hence societies and trusts can only acquire funds of their own
by way of donor grants and surpluses from operations. On the other hand, entities like
cooperative societies, cooperative banks, companies registered under Section 25 of the
Companies Act and NBFCs do have owners and hence also equity capital that becomes
the financial under-pinning of their operations. Owned funds of the latter types of
organisations, therefore, consist of the sum of shareholders’ equity and surpluses from
operations®. Such organisations rarely have donor grants but, to the extent that they
receive such grants, these would also be included in the definition of owned funds.
Investments in subsidiaries, companies in the same group and other NBFCs must be
deducted from the above to the extent that such investments exceed 10 per cent of the
NOF after reducing owned funds by any deferred revenue expenditure and other
intangible assets. This constitutes the NOF of an NBFC. The value of minimum NOF
required for different types of organisations to undertake financial operations is set out
in Table 3.1.

Table 3.1
Net-Owned Funds required for Different Forms of MFIs

Legal Forms Minimum Value of Net-Owned Funds

Cooperative Societies A fixed per member contribution set by
the bye-laws of the societies — for producer
or financial cooperatives this is usually set
at Rs100

Cooperative Banks Rs1 lakh

Section 25 Companies No minimum requirement

(undertaking microfinance activities)

Non Banking Finance Companies Rs 2 crore

Source: Discussion in Section 2 of this report

3 Definition of the equity in terms of the Tier | and Tier 11 capital is discussed in the previous section of the report.
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While the regulations on cooperative societies and Section 25 companies do not have
any such stipulation, RBI as the regulator for NBFCs and cooperative banks has fixed
strict capital adequacy norms for such institutions under Section 45 JA of the RBI Act.
Thus, NBFCs are required to maintain a minimum capital adequacy ratio of 12 per
cent, consisting of Tier | and Tier Il capital where Tier 11 capital should not be more
than 100 per cent of Tier I**. This minimum capital adequacy norm holds for cooperative
banks as well. The enforcement of these capital adequacy norms is particularly much
stronger in the case of NBFCs than it is for other entities like banks.

The Companies Act provides the regulatory platform for the equity capital holding of
NBFCs and Section 25 companies. At the time of their registration as companies such
entities need to declare their authorised and paid-up share capital. If these entities want
to alter their authorised share capital, they need to seek the approval of the Registrar of
Companies. The Companies Act, also specifies that companies must state their share-
holding position in annual reports. Similarly, cooperatives must also declare their
authorised share capital to the Registrar of Cooperative Societies and get approval for
any alteration in the size of authorised share capital.

3.2 LEVERAGE AND INSTITUTIONAL DEBT

There are no obvious regulatory obstacles to any of the legal entities involved in
microfinance — discussed in this report — leveraging their market position to obtain debt
finance from domestic capital markets. Societies need to incorporate the power to
borrow from commercial sources explicitly in their Memorandums of Association along
with the specific inclusion of provision of microfinance services in their objects of
association. Similarly trusts need to put these statements and powers explicitly in their
trust deeds. Despite some change in this attitude, the concern of some banks (at the
institutional level) in the case of loan requests from MFIs registered as societies or trusts
is that since promoters have no personal financial stake in such institutions their
commitment to the institution may not be as strong as necessary to ensure the prudential
management of the banks’ loan funds.

The legal framework for societies, trusts and cooperatives does not have any stipulations
on leverage capacity. The ability to leverage the institution’s capitalisation depends
largely on the appetite of the lender for risk and also on the creditworthiness of the
institution decided either by an independent or in-house appraiser of the lending
institution. Given the quasi-charitable nature of microfinance, the financial institutions
engaged in investing in MFIs do tend to have a somewhat higher appetite for risk in the
MFI case than they do for normal commercial lending. However, since NBFCs and
cooperative banks have capital adequacy norms decided by RBI, these effectively delimit
the leverage standards for such institutions since the deployment of the borrowed funds
would increase the volume of risk weighted assets of the MFI.

3 For a discussion on the different prudential norms for the NBFCs, please refer to Section 2.4.3
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3.3 EXTERNAL BORROWING

Until very recently the Government of India regulations did not allow ECB for financial
sector institutions. The rationale provided by RBI for this were:

a. Excess liquidity in the existing banking system and the consequent need to
encourage Indian institutions to diversify their channels for reducing that
liquidity.

b. The inappropriateness of intermediation by Indian Fls between the end user
and the prime lender. However, this argument only works if the end user is a
large borrower and does not work for the end users of microfinance loans.

Yet, multilateral agencies (such as IFAD) were effectively lending to Indian MFIs at
subsidised rates through their agreements with Indian development institutions (such as
SIDBI). However in the Finance Bill for the year 2005-06, the microfinance sector has
been allowed access to ECB. As per the notification issued by RBI vide RB1/2004-05/
434 A.P. (DIR Series) Circular No. 40 dated April 25, 2005 the NGOs engaged in
microfinance activities are allowed to access ECB provided they-

(i) should have a satisfactory borrowing relationship for at least three years with a
scheduled commercial bank authorised to deal in foreign exchange and

(if) would require a certificate of due diligence on ‘fit and proper’ status of the board/
committee of management of the borrowing entity from the designated AD.

This amount is currently capped under US$ 5 million for each MFI during a year.
However the term used in the notification, NGO, has never been defined properly. The
interpretation and understanding of the term might create some problem unless RBI
comes out with a notification defining it clearly.

3.4 GRANTS AND SUBSIDISED ON-LENDING FUNDS

As discussed in the previous section of the report, all the entities taking up microfinance
are allowed to receive grants and subsidised loans from domestic sources. However, in
order to obtain grants from foreign sources, institutions must be registered with the
Ministry of Home Affairs under the Foreign Contribution (Regulation) Act, 1976.
Similarly, following the natification issued by RBI on the issue of ECB for NGOs, its
possible for different types of entities to access subsidised funds for on-lending to their
clients, provided they fulfill the necessary conditions, as laid down in the notification,
to the extent of US$ 5 million each year.

The tax implications for different types of entities are different for grant incomes. Under
Section 11 of the Income Tax Act, all grant funds meant for the corpus fund of religious
and charitable societies are exempted from the taxation. Since microfinance is largely
recognised as a charitable activity, the entire grant meant to support the corpus fund of
the society is exempt from taxation. However, considering the debate over the charitable
nature of microfinance, this tax exemption also becomes debatable. Since private trusts
taking up microfinance activities are also subjected to the same provisions of the IT Act,
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their grant income may also be exempted from the taxation. This provision also applies
to Section 25 companies but not to cooperative societies, cooperative banks and NBFCs.
As for-profit entities the latter types of institutions must treat grants received as income
and pay tax on this income at normal rates. In the case of private trusts where taxation
is applicable, the value of the subsidised lending or the in-kind donation is taken as
income for the calculation of tax. The same holds for the other types of entities too.
However the position of taxation on the subsidised lending is not clear; it definitely
holds for the in-kind donations to all types of entities.

3.5 FOREIGN DIRECT INVESTMENT

The context of foreign direct investment is applicable only to Section 25 companies and
NBFCs. Section 25 companies are allowed to obtain FDI as equity. However, on
account of their not-for-profit constitution that prohibits the distribution of dividends,
they are not an attractive option for such investment. NBFCs can obtain foreign capital
in the form of equity subject to approval by the Foreign Investment Promotion Board
(FIPB). The minimum capital requirement for such FDI is US$ 0.5 million when the
external equity is limited to less than 51 per cent of the total equity. Table 2 sets out the
minimum FDI requirement for different levels of foreign equity holding in the Indian
financial sector.

Table 3.2
FDI in the Financial Sector
Option Minimum Foreign Capital,
US$ Million
FDI up to 51% 0.5
FDI more than 51% but less than 75% 5.0
FDI more than 75% 50.0

Source: Taxmann’s Statutory Guide for Non-Banking Financial Companies

3.6 CAPITAL MARKETS

Owing to their structure and the charitable nature of their objectives, societies and
trusts are not an option for the capital market. Though there is nothing in the legislation
that prohibits them from accessing capital markets, the lack of an ownership structure is
the major impediment for capital markets to take an interest in financing such institutions.

Cooperative societies and cooperative banks, with their distinctly for-profit constitution
can, theoretically, obtain funds from capital markets. However, the dismal fiduciary
performance of UCBs in recent years is a major dampener on any attempt such institutions
may make to access these markets. NBFCs can also access capital markets subject to
their adhering to the prudential and reporting norms of RBI. Both types of institutions
need to report their capital market transactions periodically to the central bank on
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prescribed formats. In order to access equity funds from capital markets, NBFCs need
to be listed with a stock exchange. They would need to offer an issue. Primarily, issues
can be classified as Public, Rights or Preferential (also known as private placements).®
While public and rights issues involve a detailed procedure, private placements or
preferential issues are relatively simpler. Public issues can be further classified into Initial
Public Offerings (IPOs) and further public offerings.® In a public offering, the issuer
makes an offer for new investors to enter its shareholding family. The issuer company
makes detailed disclosures as per DIP (Disclosure and Investor Protection) guidelines®”
in its offer document and offers it for subscription. The Securities and Exchange Board
of India (SEBI) — which regulates the functioning of capital markets — has laid down
eligibility norms for entities accessing the primary market through public issues. There
is no eligibility norm for a listed company making a rights issue as it is an offer made to
the existing shareholders who are expected to know their company. The main entry
norms for companies making a public issue (IPO or FPO) are summarised as under:

Entry Norm I: The company shall meet the following requirements:
a. Net Tangible Assets of at least Rs 3 crore for three full years;
b. Distributable profits in at least three years;
c. Net worth of at least Rs 1 crore in three years;
d. If change in name, at least 50 per cent revenue for the preceding one year
should be from the new activity; and
e. The issue size does not exceed five times the pre- issue net worth.

To provide sufficient flexibility and also to ensure that genuine companies do not suffer
on account of rigidity of the parameters, SEBI has provided two other alternative routes
to a company not satisfying any of the above conditions, for accessing the primary
market.

% Rights Issue (RI) is when a listed company which proposes to issue fresh securities to its existing shareholders as on
a record date. The rights are normally offered in a particular ratio to the number of securities held prior to the issue.
This route is best suited for companies who would like to raise capital without diluting stake of its existing shareholders
unless they do not intend to subscribe to their entitlements. A preferential issue is an issue of shares or of convertible
securities by listed companies to a select group of persons under Section 81 of the Companies Act, 1956 which is
neither a rights issue nor a public issue. This is a faster way for a company to raise equity capital.

Initial Public Offering (IPO) is when an unlisted company makes either a fresh issue of securities or an offer for sale
of its existing securities or both for the first time to the public. This paves the way for listing and trading of the
issuer’s securities. A follow-on public offering (FPO) is when an already listed company makes either a fresh issue of
securities to the public or an offer for sale to the public, through an offer document. An offer for sale in such
scenario is allowed only if it is made to satisfy listing or continuous listing obligations

The primary issuances are governed by SEBI in terms of SEBI (Disclosures and Investor protection) guidelines.
SEBI framed its DIP guidelines in 1992. Many amendments have been carried out in the same in line with the
market dynamics and requirements. In 2000, SEBI issued "Securities and Exchange Board of India (Disclosure and
Investor Protection) Guidelines, 2000 which is compilation of all circulars organised in chapter forms. These
guidelines and amendments thereon are issued by SEBI India under Section 11 of the Securities and Exchange
Board of India Act, 1992. SEBI (Disclosure and Investor Protection) guidelines 2000 are in short called DIP
guidelines. It provides a comprehensive framework for issuances buy the companies.

w
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Entry Norm 11 (EN 11):
a. Issue shall be through the book-building route, with at least 50 per cent to be
allotted to the Qualified Institutional Buyers (QIBs), which is mandatory.
b. The minimum post-issue face value capital shall be Rs10 crore or there shall be
a compulsory market-making for at least two years.

Entry Norm 111 (EN 111):

a. The “project” is appraised and participated in to the extent of 15 per cent by
Fls/Scheduled Commercial Banks of which at least 10 per cent comes from the
appraiser(s).

b. The minimum post-issue face value capital shall be Rs 10 crore or there shall be
a compulsory market making for at least two years.

c. Inaddition to satisfying the aforesaid eligibility norms, the company shall also
satisfy the criteria of having at least 1,000 prospective allottees in its issue.

Any company making a public issue or a listed company making a rights issue of value
of more than Rs 50 lakh is required to file a draft offer document with SEBI for its
observations. The company can proceed further on the issue only after getting
observations from SEBI. The validity period of SEBI’s observation letter is three months
only, i.e. the company has to open its issue within a three-month period. (For further
details on this subject please refer to the latest SEBI manual).

3.7 DISCLOSURES

All the legal entities involved in the business of microfinance are subject to some form of
disclosure:

a. Societies and trusts are subject to the annual disclosure of accounts to their
registrars;

b. Cooperative societies report to the Registrar of Cooperatives on prescribed
formats;

c. Cooperative Banks, like NBFCs, also need to make several disclosures on such
areas as the Statutory Liquidity Ratio (SLR) and Cash Reserve Ratio (CRR),
details of public deposits, asset-liability management, income recognition and
asset classification to RBI; and

d. For NBFCs — especially those accepting public deposits — RBI’s regulations on
disclosure are equally strict for NBFCs. These companies must make periodic
disclosures on parameters like SLR, public deposits and access to capital markets
(if the deposit is more than Rs50 crore), asset-liability management, asset
classification and income recognition. The norms on disclosure for NBFCs
have been discussed at great length in the preceding section. Detailed listings
of disclosures on NBFCs are covered in Sections 2.4.2, 2.4.3 (2.4.3.1, 2.4.3.2,
2.4.3.3, 2.4.3.4) and 2.4.4 (in the case of deposits).

Table 3.3 summarises the statutory requirements applicable to different types of
institutions in the financial sector in India.
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be declared at the time
of registration with the
Registrar of Coopera-
tive Societies; change in
authorised capital to be
approved by Registrar.

to be declared to RBI
and any change in it to
be ratified by RBI.

declared at the time of
registration with the
Registrar of Companies;
change in authorised
capital to take effect
only upon the approval
of the Registrar.

Table 3.3
Statutory Requirements for Various Legal Forms
Institutional - Cooperative ) k Section 25 Non-Banking Finance
Variable Societies Trusts Societies Cooperative Banks Companies Companies

Capitalisation | None None No specified minimum | Rsl lakh No specified minimum Rs 2 crore

Capital None None None 10% (including both None 12% (including both Tier I and Tier
Adequacy Tier | and Tier Il 11 capital). Tier Il capital not > Tier |

capital) capital)
Equity Capital | None None Authorised capital to Authorised share capital | Authorised capital to be | Authorised capital to be declared at

the time of registration with the
Registrar of Companies; any change
in authorised capital to take effect
only upon approval of the Registrar.

Leverage and

No regulatory

No restriction;

Societies allowed to

No restriction on com-

Borrowing allowed; but

No restriction on the institutional

Institutional restriction; trust deed must | borrow from mercial borrowing or le- | no restriction on the borrowing and also no restriction on
Debt Memorandum | permit institutional sources veraging but limited by | leveraging. leveraging though capital adequacy
of Association | commercial and there is no capital adequacy norms. norms impose a limitation.
must permit borrowing. restriction on the
commercial leveraging.
borrowing.
External Allowed if Allowed, if Allowed, if meets some | Allowed, if meets some | Allowed, if meets some Not clear as yet. Might be allowed
Borrowings meets certain | meets some criteria. criteria. criteria. once clarity emerges.
criteria. criteria.
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Institutional - Cooperative . Section 25 Non-Banking Finance
Variable Socleties Trusts Societies Cooperative Banks Companies Companies
Grants and Allowed and | Allowed and | Allowed but not exempt | Allowed but not Allowed and exempt from | Allowed but not exempt from tax.
Subsidised grants exempt | exempt from | from tax. exempt from tax. tax.
Loans from tax if used | tax if used for
for charitable | charitable
purposes. purposes.

Foreign Direct | Not Applicable | Not Applicable | Not allowed Not allowed Allowed but not-for- Allowed with some limitations. If
Investment profit nature of institution | foreign ownership <51%, then
makes it incompatible minimum of US$0.5 million. If foreign
with investor interests. ownership > 51% but <75%, the
minimum investment is US$5 million.
Foreign ownership >75% = minimum
requirement of US$50 million.
Capital No Access No access Allowed (both in the Allowed (both in the | No restriction, but the Allowed with strict reporting
Markets form of equity and debt) | form of equity and not-for-profit nature requirements.
debt) makes it incompatible
Annual reporting to the with market requirements.
Disclosure To the Registrar | If registered, to | Registrar of Coopera- Annual reporting to | Compliance with Reporting to Registrar of Companies and

of Societies on
an annual basis
in the form of
annual accounts
statement.

the Registrar
on an annual
basis in the
form of annual
accounts
statement.

tives and compliance
with cooperative law.

the Registrar of
Cooperatives and
compliance with
cooperative law.

provisions of company law
and reporting to the
Registrar of Companies
on annual basis -
essentially accounts,
shareholding pattern and
board membership.

RBI as per their requirements. Reporting
to Registrar of Companies largely annual,
but reporting to RBI has varying
periodicity for different requirements.
Disclosures on maintenance of statutory
liquidity, details of public deposits,
information on opening/ closing of
branch offices for collection of deposits,
details of NOF, asset-liability
management, income recognition and
asset classification.
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4 TECHNO-MANAGERIAL CAPACITY REQUIREMENTS WITH
RESPECT TO THE LEGAL FRAMEWORK

This section discusses the governance and management related capabilities of Indian MFIs
and relates these to the needs imposed by the regulatory environment on different legal forms.
It also covers trends in the governance and management practices of MFIs and the resulting
implications for transformation between legal forms

While the legal status of the MFI provides credibility in terms of the legal environment,
it is its governance and management capability that provides the critical capacity to
upscale and achieve sustainability in the long run. While conformity with the prevailing
legal structure is, of course, a minimum condition — its robust governance and the
managerial capability is essential for its survival in the long run.

In considering the operations of MFlIs, the critical functions are
. governance and institutional linkages;
« human resource management;
« MIS and its use for decision-making;
. accounts and financial management; and
. internal audit and control systems.

Governance provides the strategic focus for the organisation. It also decides on the
overall management setup of the organisation and leads the operations. While the human
resource management function provides motivation and guidance to the most important
of the resource of the organisation, MIS provides vital inputs on the status of operations
and helps in taking appropriate decisions for smooth and even better operations. Accounts
and financial management systems are important for compliance with standards and
practices that ensure an accurate representation of the financial position of the organisation
for transparency and regulatory purposes and to achieve an optimisation in the use of
the financial resources of the organisation. This section discusses the techno-managerial
capabilities of MFIs in India in relation to each of these functions. M-CRIL’s database®
provides the numerical foundation necessary to substantiate the findings of the authors.

4.1 GOVERNANCE AND INSTITUTIONAL LINKAGES

A governance system can be defined as “what manages the relationship of an institution
with its stakeholders or, more broadly, its relationship to society”3. The governance system

% M-CRIL is a rating company specialising in the risk assessment of MFIS in South and South-East Asia. It has
rated 148 MFlIs in different parts (in 13 countries) of Asia till December 2004. A majority of these are located
in India. It maintains a database of MFIs rated by it and comes out with a sectoral report periodically. The
database of performance of these MFIs gives a fair indication of trends in the sector.

3% Adapted from an article that appeared in the Financial Times, 1997
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determines how institutions are directed and controlled. It specifies the distribution of
rights and responsibilities among different participants in the institution, such as, the
governing board, managers, shareholders and other stakeholders, and spells out the rules
and procedures for making decisions on corporate affairs. By doing this, it also provides
the structure through which institutional objectives are set and the means of attaining
those objectives and monitoring performance.

The governing board is the strategic apex of an organisation and is, therefore, the primary
determinant of its governance system. The board composition, the framework it sets
for itself and the way it functions form the basis of the governance system. The board
also has the key function of ensuring conformity and compliances to legal requirement,
ensuring management accountability, setting policy and strategic direction and regular
assessment of their own performance. The board also has the additional, but a very
important role of ensuring the transparency and accountability of its actions.

Institutional linkages constitute another important factor that affects how an organisation
is governed and managed. Institutional linkages are the unigue systems and arrangements
that help an organisation operate, evolve and grow in an efficient manner. These range
from the formal subsidiary-parent relationships and contractual agreements for the
provision of certain services, to an informal understanding on cooperation between
several entities. In cases where the institutional linkages are well defined and developed,
they have a direct bearing on how the organisation is governed and how it functions.

4.1.1  Sector Profile®
Institutional linkages

In the context of the Indian microfinance sector, many MFIs have evolved either as
offshoots of older development organisations or are the result of projects being formalised
into an organisation. A large number of such institutions have been started by people
with prior experience in the development sector. There are still others, though fewer,
who have emerged to deal exclusively with the credit needs of a particular area/community.
This varied evolution has led to the many formal/informal institutional linkages that
MFIs have with their parent organisations.

This link between parent NGOs and MFIs is also reflected in the methodology and use
of resources. A large number of MFIs use the group model for providing financial
services and, often, these financial services are extended to groups promoted by the
parent for some other development activity. The MFIs also use the parents resources to
promote financial services, identify areas with potential for expansion and, sometimes,
even cover operating costs. Given the human, financial and knowledge resource

40 Adapted from M-CRIL, 2003. “Improving Microfinance Practice”
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constraints as well as the nature of work, developmental organisations in India have
partly developed formal/informal networks amongst themselves for sharing resources
and participating in joint dialogue with the formal sector. The linkages that have
developed are often used by the MFIs for leveraging resources. The older NGOs (or
other parent organisations) have also been able to build relationships with the formal
sector during the course of their work. These relationships are often inherited by the
offshoot MFIs and used for their benefit. From this phenomenon, some interesting
experiments have developed. The Indian Association of Savings and Credit (IASC) - a
partnership between an NGO and a housing finance company — is one prominent
example.

The Role of the Board

In Indian MFlIs, typically, the members of the board comprise the promoters, a few local
academics or social workers and some representation from the executive in the form of
the chief executive officer (CEO). Some organisations also have member representatives
on the board.

Given that many MFIs have evolved from social development programmes, more often
than not, the composition tends to be skewed towards people with a social development
outlook. While such a representation is important, the composition of the board is
often imbalanced with limited financial and technical skills available amongst board
members.

Traditionally, the MFI board’s expected role has been to lay down the framework for
operations and meet regularly to review performance and decide on key issues. However,
the fulfilment of this objective has, so far, been limited. Usually, the operations run on
the basis of a loosely defined framework that is firmed up as and when specific issues
emerge.

On policy issues the boards of many organisations are known to take a ‘developmental’
view that is almost exclusively focused on the short-term interests of their clients while
being against the interests of the organisation itself. This results in the creation of
institutions that do not perform efficiently, and, in the medium to long run, tend to
stagnate or close down. Therefore, from a broader perspective, such inputs by MFI
boards do not serve either client or organisational interests in the long term as they
prevent the creation of MFIs that can balance client and institutional objectives while
increasing outreach.

Another factor that contributes to the lack of sufficient inputs from the board arises
from the low level of interest in MFI operations that many board members display. In
the overall operations, except for the CEO and, in some cases, the executive secretary/
chairman, the other members often have very limited interest and involvement.
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However, this situation in governance is evolving and a number of MFIs are now putting
in place governing boards that have a balance of social development and financial
management skills. This trend has arisen out of increasing pressure to make operations
sustainable, convert to more commercial and legally appropriate forms for undertaking
financial service provision (such as NBFCs that are regulated by RBI) and a realisation
that the complexities of managing operations and finances are facilitated greatly by a
board with the requisite technical and financial skills. As a result, boards are now
becoming increasingly active and laying down guidelines with respect to managerial
functions. Overall, there is a gradual shift in the focus of board members towards
sustainable development rather than just altruistic lending. The following sections
illustrate the ways in which this shift in the governance structure as well as institutional
linkages is occurring.

4.1.2 Best Practices and Emerging Trends

The board composition, the framework it draws up for itself and the way it functions
forms the basis of the governance system. In addition, institutional linkages influence
governance issues and vary vastly, based on the type of organisation. The following are
the trends on governance and institutional linkages that have been observed recently.

Table 4.1
Best Practices on Institutional Linkages and Board Performance

Institutional linkages

Member-based organisations | « Clear procedure to exercise owner control

. Specific roles assigned to that tier in the hierarchy
best suited to the role; these distinct roles
complement each other to create operational
convergence

. Operations managed by professionals who are
appointed and supervised by an elected board

. Integrated systems wherein the MFI leverages the
relationships that its different arms have with the

borrowers
Corporate and social sector | « Benefits from both parents — local development
partnership knowledge from the social partner and professional

managerial expertise from the commercial partner
. Leveraging the goodwill of both partners to form
local alliances and mobilise funds

New generation financial . The holding company, being a larger entity, is able
institution to mobilise external sources of finance
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Leveraging a host of institutional relationships
that the holding company and other subsidiaries
have built up with the external agencies

Utilising the business synergies with the various
sister companies. For example, Samruddhi uses
the technical skills of 1GS to train its micro-
entrepreneur clients.

Role of the board

Balanced board composition with representation
from corporate and development management
experts

Ensuring the stake and role of managers in
organisational governance and development, by
employing innovative measures such as sweat
equity

Clear functional responsibility centres within the
board — like Audit and a Finance Committee
constituted by board members

Systematic mechanism to provide the board with
feedback from a broad range of stakeholders
Ensuring transparency in the functioning of the
organisation and accountability for the actions
taken by it

Source: M-CRIL, 2003. “Improving Microfinance Practice”

The overall trend within MFIs in India is to move from an altruistic approach to a
professional and sustainability-oriented approach. Some of the emerging ways through
which MFIs are trying to achieve this are:

a. More active boards: The governing boards of MFIs are becoming increasingly
active not only in shaping institutional direction but also in ensuring that their
directives are implemented through the board members’ direct oversight of day-

to-day operations.

b. Composition of the board: MFIs are now consciously trying to induct finance
professionals and eminent practitioners as board members. Overall, this has
the effect of injecting a professional culture into the organisation and the
microfinance sector as a whole. It also enhances the leveraging ability of the
organisation in relation to its external environment.

70




Existing Legal and Regulatory Framework for the Microfinance Institutions in India

c. Separate organisations/divisions for undertaking different tasks: More and more
multi-service organisations are moving towards the separation of microfinance
divisions or even separate organisations for undertaking non-core activities.
Thus, what has traditionally been called the “credit and savings programme” is
now becoming an MFI in its own right or an independent microfinance profit
centre.

d. Building external arrangements to leverage local knowledge and operating systems
for generating revenue streams: A few MFIs are leveraging their local knowledge
and networks to develop arrangements with large financial service providers for
selling specialised products and services. Selling insurance products is a very
good example of this trend. Other MFIs are trying to become agents of
commercial banks, for onlending. Under this arrangement, the bank appoints
the MFI as its agent who in turn does the lending for the bank and earns a
commission on it. These arrangements are covered in the following sections.

4.2 HUMAN RESOURCE MANAGEMENT

Human resource management is “a process consisting of the acquisition, development,
motivation and maintenance of human resources.**”

People enable an organisation to operate. In microfinance, due to the absence of the
mechanisation that is associated with production organisations, people take on an
especially significant role since they undertake all activities that generate revenue. This
makes managing human resources, an important part of an organisation’s operations.

4.2.1 Current Status of MFIs on Human Resource Management

The performance of Indian MFIs on human resource quality and management —emerging
from M-CRILS rating assessments — is summarised in Table 4.1. The table shows that
the quality of human resources in MFIs is average, leaving room for a lot for the
improvement. A disaggregation of this performance by legal form shows that MFIs
with more professional legal forms — companies and, to some extent, cooperatives — are
more likely to perform better on this. Compared to just 15 per cent of MFIs registered
as societies and trusts that have excellent or good human resource quality and
management, 46 per cent of companies and 35 per cent of cooperatives have been judged
by M-CRIL to be in these categories.
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Table 4.2

Quality of Human Resource and Management
Performance*? | Trusts/ Cooperative/ NBFCs/

Societies MACTS Sec 25 Co. Total
Excellent 0 0 2 2
Good 15 6 4 25
Average 62 11 5 78
Poor 20 0 2 22
Total 97 17 13 1274

Source: M-CRIL’s Database

It is apparent that, by and large, MFIs registered as societies and trusts have very moderate
manpower quality and management systems. On the other hand, while a number of
MFIs registered as NBFCs and regulated companies have excellent performance on this
parameter, there are an equal number with poor quality and management systems. It is
worth mentioning here that almost all NBFCs and Section 25 companies were initially
promoted by societies/trusts and have transformed into more professional entities on
account of their managerial strength in order to leverage the credibility that investors
and lenders attach to companies, in particular. Therefore, it is perhaps systemic that
companies are more likely to be organisations with strong systems while those that lack
the strength to transform remain as societies and trusts. The discussion in the following
section tries to find reasons for this and the emerging trend in the sector.

4.2.2 Best Practices and Emerging Trends in Human Resource Management**

Given that many MFIs in India have evolved from multi-service NGOs with a welfare
orientation, they tend to focus on staff that have a development background and are
willing to work in the ‘tough’, ‘grass-roots’ conditions that they operate in. While this is
certainly an important aspect, unfortunately, there is excessive emphasis on it. Most
NGO-sponsored MFIs do not rely on recruitment as a tool for getting qualified senior
staff. Instead, they often redeploy senior staff from their other development activities to
microfinance. Though this is occasionally successful, the redeployment often leads to
microfinance being conducted as merely another development assistance programme
rather than a potentially sustainable activity. As a result of these inappropriate recruitment
practices, management systems tend to be underdeveloped and inefficiencies creep in.

42 The performances of the MFIs are classified into these four categories based on the observation made by the rating
team in the course of their visit to the organisation. While attempts have been made to make the observations as
objective as possible, the variation in the performance level within the same category cannot be ruled out.

4 Total number of Indian MFIs rated by M-CRIL by 31 December 2004

4 Adapted from M-CRIL, 2003. “Improving Microfinance Practice”
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This is particularly relevant at middle and senior management levels. The idealistic
approach of MFIs that are societies/trusts often prevents them from using monetary
incentives as a tool for motivation. Some of the better performing MFIs have overcome
these blocks.

Training is mainly in-service, though there is an increasing trend towards sending staff
for training programmes — whether domestic or international — sponsored by development
assistance organisations. This trend of increasing professionalisation of human resource
practices is visible on all the four components of human resource management —
acquisition, development, motivation and maintenance. The best practices on all of
these components are important for each type of organization, irrespective of their legal
form and are presented in Table 4.2.

Table 4.3
Best Practices in Human Resource Management for Indian MFIs

Component Characteristics

Acquisition « Recruitment methods matched to job level and skill

. Rigorous selection to minimise costs of replacement

. Multiple levels of elimination ensures that only the
candidates seriously planning to have a career in
microfinance would remain in contention

« Use of tests that assess job-related skills

Acquisition « Performance simulation tests through field visits

. Background investigations — useful as the operations
involve handling large amounts of cash

. Documented and systematic process of recruitment

. Formal orientation period allows new employees to move
into their jobs gradually

Development . Formal training needs assessment process
. On the job training - Refresher courses to reinforce
learned skills

. Individual career development through self-assessment
. Support for continuing education ensures that needed
talent is available within the organisation

Motivation . Established performance standards for all staff — thus, the
field staff are appraised based on the number of groups
they form and financial targets achieved, while the branch
managers are appraised on the achievement of the branch
target

. The actual performance is measured through regular
reports that are part of the MIS, ensuring objectivity-
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Appraisal linked to a number of objective and subjective
parameters ensures all round staff productivity

. Performance-based incentives for staff —a number of MFIs
have a part fixed and part variable incentive system, the
variable part of which is linked to the key performance
standards (refer first point) which provide staff with an
incentive to perform well

Maintenance . Sponsored training programmes — investment in

sponsored skill enhancement is viewed as an incentive and
is being increasingly used as a retentiontool - F a s t
track promotions for high performers —a number of MFIs
promote staff who perform well quite fast. This applies
especially to field staff and acts as a motivation for them
to stay: Earn more as you perform better —
performance-linked incentives without strict limits makes
it possible for good performers to earn significant additions
to their remuneration, which acts as an incentive to stay

Source: M-CRIL, 2003. “Improving Microfinance Practice”

MFIs need to recognise the significance of a skilled and committed human resource and
therefore try to develop systems that attract and support employees. Some emerging
trends among more professional MFIs are:

a.
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Separation of Human Resource Management as a key function: With the increasing
importance of this function, some MFIs are separating this function from general
administration and deputing qualified personnel and adequate resources to
ensure that human resource issues are properly addressed.

Recruiting professionals: Moving away from a pure social development perspective,
MFIs have started recruiting suitably skilled professionals as managers whose
skills are required for any well-run financial intermediation activity. Sourcing
of staff is undertaken from institutes that offer courses in rural management.
Though this means an increase in personnel recruitment and retention costs,
efficient and well-managed operations help earn more income. Additionally,
since a number of financial lending institutions have started looking at the
quality of an organisation’s staff base before investing in them, this also helps in
raising resources for the organisation’s activities.

Focus on induction and orientation: The selection and induction of a new
employee is becoming a well-laid out systematic process that aims to develop
basic knowledge of microfinance and the skills needed for operations.

Training and Grooming field staff: MFIs are now including training in their
business plans as an investment in building skills. This includes external training.
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Earlier, training was only undertaken at the donor’s initiative. However, more
and more MFIs are now leveraging the knowledge of local resources.

e. Incentive-based salaries: An increasing number of MFIs are adopting composite
salary structures with fixed and variable components. The variable component
is based on the performance of staff on factors that are critical for the
organisation’s operational success and the achievement of its objectives.

4.2.3 Requirements with Respect to Various Legal Forms

Thus, in order to acquire significant size and upscale MFI operations, the techno-
managerial requirements are identical for all types of legal form. At the same time, there
is not much need to comply with legal requirements with respect to human resource
management for different legal forms — but for the requirement of hiring a company
secretary in the case of an NBFC and Section 25 company. In case the company holds
a paid-up share capital of Rs 200 lakh or more, it needs to hire a company secretary full
time. If the company has a paid-up capital in the excess of Rs 10 lakh but less than Rs
200 lakh, then it needs to get itself audited by a company secretary annually to conform
to the regulatory compliances. However, companies with paid-up capital of less than Rs
10 lakh do not need to comply with this requirement. The other legal forms like societies,
trusts, cooperatives and cooperative banks do not have any such specific requirement.
Other requirements such as interaction with the labour regulation and provident fund
systems are common to all legal forms.

4.3 MANAGEMENT INFORMATION SYSTEM

A management information system captures data, processes it and provides relevant information
for control, analysis and decision-making at the operational and strategic level in a cost-
efficient and timely manner.

From the definition above it is clear that, given their critical link with decision-making,
MIS is required in every type of organisation. However, an MIS has special relevance
for MFIs, given that their operations involve very large numbers of small financial
transactions with clients at short intervals. These transactions have to be monitored
constantly to assess the health of the organisation and decide on future actions. Thus,
operational and strategic decision-making in an MFI relies heavily on appropriate and
timely information being gathered through effective systems.

Generally, good MIS should incorporate the following characteristics;

a. User friendliness for data entry and reporting: MIS are mostly used by semi-
skilled personnel at the branches and need to provide a good user interface to
minimise error.

b. Timely, accurate and reliable information: The microfinance business is fast
moving involving numerous transactions and decision-makers who need reliable
information on time to facilitate control and decision-making.
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43.1

Design and output flexibility to suit the organisation’s changing needs: Given
the sector’s nascence and rapid growth, most MFIs are growing at a brisk pace
and information needs are constantly changing. This requires systems that can
be modified and upgraded easily at a reasonable cost.

Links to ensure data flow within an organisation: To improve cost efficiency
and human resource productivity, it is important to link up the MIS with other
management systems like accounting.

Secure and stable architecture: The large number of transactions and the resulting
storage and processing requirements make stability and security an area of vital
importance for MFIs.

Cost-effectiveness: Considering the delicate financial health and low margins
earned by most MFIs, it is necessary that the system be highly cost-efficient.

Current Status of MIS employed by MFIs

In practice the information on MIS — from M-CRILs database presented in Table 4.3 —
shows that not many MFIs have suitable MIS of reasonable quality and many still need
substantial improvement to enable the MFI to scale up operations efficiently. The
disaggregation by legal form shows that while companies are more likely to have a good
MIS, other types of MFI are unlikely to do so. Clearly there are many organisations at
the bottom of the heap, irrespective of their legal form.

Table 4.4
MIS quality of Indian MFIs
Performance Trusts/ Cooperative/ NBFCs/ Total
Societies MACTS Sec 25 Co.
Excellent 0 0 3 3
Good 19 2 4 25
Average 23 5 4 32
Poor 55 10 2 67
Total 97 17 13 127

Source: M-CRIL Database

4.3.2

Best Practices and Emerging Trends in MIS

As discussed earlier, it is apparent that the importance of MIS must increase with the
size of its operation — as does its complexity. This also means a shift from the manual
system of MIS to computerised systems to the extent possible. Table 4.4 on the key
aspects of a good MIS — both manual and computerised — shows that information
systems provide the foundation for building control and incentive systems as well as for
facilitating daily decision-making.
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Key Aspects of a good MIS

Characteristic

Manual

Computerised

User-
friendliness

Easy to use forms
not requiring high
data entry skills

Graphic user interface-enabled software
with user-friendly data entry screens and
menus for generating outputs.

The interface reduces the task of entering
the loan numbers repeatedly

Accuracy and

Care in avoiding

Integration of accounts and portfolio

Expandability

Reliability duplication in modules reduces manual transfer errors.
formats reduces Semi-automated transfer of data from the
manual errors: portfolio to the accounts module allows
A large number of corrections.- Fixed input cells with
checks by branch validation conditions prevent erroneous
managers and entries.
head office staff

Flexibility Purchasing of source code enables further

and modifications.

Determined by operational load; use of
software that has an adequate processing
capacity to enable quick retrieval.
Flexibility to generate a wide variety of
key reports on various critical parameters
easily and in a time-bound and cost-
efficient manner.

Data flow

Decentralised
recording,
consolidation and
cross-checking of
data at
appropriate
operational levels,
in a timely and
efficient manner.
Logically linked
and sequenced
recording formats

Decentralised recording and
consolidation at the branch level. Daily
transaction entries are made at the branch
level and updated at the head office on a
weekly basis.

Overall consolidation at head office
through back-up storage devices reducing
the physical transfer of reports.

Reduced redundancy in input screens
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Characteristic

Manual

Computerised

Architecture
(maintenance,
security &
technical
design)

Access to books of
accounts restricted
to enhance
security

Use of tested software with a stable
architecture and easy to maintain with the
organisation’s in-house IT capability.
Data security maintained through
properly defined user rights.

Access to source code is restricted to the
administrator and developer.- Software
specifications in line with the volume of
transactions preventing a system crash due
to overload.

Back-up data of the branches stored at the
head office. This ensures security while
also being cost-effective.

Use of temporary tables for daily
transactions which does not affect the
master tables without confirmation by the
authorised person.

Reporting

Standardised
report format
from each branch
allowing quick
consolidation at
the Head Office.
Frequency of
reporting
concurrent with
operational
decision-making.
Reports capture all
the relevant
information at the
field level.

Standardised set of comprehensive
reports which are disseminated to
various levels according to predefined
dates and frequency.
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Characteristic

Manual

Computerised

Process

Ongoing analysis
of information
needs and
objectives. -
Continuous
upgrades in the
recording formats
and reports to
meet the changing
needs.

Critical analysis of existing information
system, involving all stakeholders, to
identify shortcomings and assess needs.
Establishment of an exclusive team to
interface between the vendor and the
operations team.

Formalised contract with vendor for
software development and post-
purchase maintenance.

Comprehensive audit and
documentation of the new system to
verify definitions and outputs.
Networking with other institutions
using the same software for upgrading
and debugging.

Adequate (over a few operating cycles)
piloting and testing of software before
implementation.

Source: M-CRIL, 2003. “Improving Microfinance Practice”

As organisations in the microfinance sector in India grow, they feel the need to manage
their information better as the volume of data handled by each MFI expands. This has
led to a number of innovations in the information management sub-systems of collection,
transfer, processing, storage and reporting. Amongst all of these sub-systems, the most
critical and expensive in microfinance is collection and this is where most innovations
are being attempted. This is being targeted at two levels

a. Streamlining of business processes: A number of organisations that had earlier
restricted themselves to established models such as Grameen or SHG are now
adopting a mix of strategies, including individual lending, that reduce the cost
of transaction management. Since gathering information imposes a significant
cost, considerable attention is being focused on it.

b. Automation: New methods of managing collection are being experimented with.
These range from low-end hand-held smart card readers with data entry screens
to more sophisticated small computing systems that perform basic consolidation
and processing functions.

Overall, as the sector matures and systems are tested more rigorously, a more universal
architecture of appropriate information systems for microfinance is likely to emerge.
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4.3.3 Requirements with Respect to Various Legal Forms

MIS as a function has a different level of importance than it has for regulatory compliance.
The stipulations from RBI require NBFCs to file their financial reports on a periodic
basis. All NBFCs also need to file their accounts and income returns with the Income
Tax authorities. Similarly Section 25 companies need to file their annual accounts with
the Registrar of Companies. While the reporting of cooperatives is limited to the Registrar
of Cooperatives, cooperative banks are subjected to multiple regulatory compliances
with both the cooperative department and NABARD - as the RBI-designated supervisor.
While the prime purpose of the MIS is to facilitate management decision-making through
the processing/analysis of available information, incorporating the elements of regulatory
compliance is essential to enhance its effectiveness. As the discussion above indicates,
MFI performance in this area is largely below the necessary standard that will enable
high growth and adequate compliance with legal requirements.

4.4 FINANCIAL MANAGEMENT AND ACCOUNTING POLICIES

“Financial management is concerned with the acquisition, financing and management of
assets with some overall goal in mind.*”

From its definition it is evident that financial management, with its three inter-related
sub-functions, is a critical management issue for all MFIs. Accounting refers to the
recording, classification and summarising of economic events resulting in the
consolidation of information and presentation of financial statements that can then be
used for decision-making purposes. Accounting is guided by certain universal principles
though accounting practices are open to interpretation even while seemingly adhering
to these principles. The sound use of policies and disclosure of financial information is
the key to all financial management decisions. Poor accounting practices lead to
inaccurate financial statements and, in turn, financial management decisions become
sub-optimal.

Therefore, the prime functional area of financial management and accounting practices
are investment, financing, asset management and accounting policies.

4.4.1 Current Status of MFIs on Financial Management and Accounting Practices

As discussed in earlier sections, the information from M-CRILs database in Table 4.5
again shows a somewhat better performance on financial management and accounting
systems for Indian MFIs registered as companies though there are still some MFI
companies with relatively poor quality of such management as well.

4 Horne, VHC and Wachowicz, JM, 2000. Fundamentals of Financial Management. Prentice-Hall of India
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Table 4.6
Quality of Financial Management and Accounts of Indian MFIs
Performance Trusts/ Cooperative/ NBFCs/ Total
Societies MACTS Sec 25 Co.

Excellent 0 0 2 2
Good3 0 4 7

Average 30 8 5 43
Poor64 9 2 75

Total97 17 13 127

Source: M-CRIL Database

Itis clear that the MFIs registered as societies and trusts due to their non-profit orientation
have a long way to go in improving their financial management and accounting practices.
While the legal form does not guarantee a better performance on any parameter, it is
apparent, as discussed earlier, that it is some of the better-managed MFIs that transform
and register as NBFCs and Section 25 companies — though this is not invariably so.

4.4.2  Best Practices and Emerging Trends in Financial Management and Accounting

Good practice in financial management and accounting provides financial benefits, long-
term direction and stability to the operations of MFIs. Clear accounting policies
contribute to disclosure and transparency in terms of reporting financial performance
and providing an accurate reflection of the financial position of the MFI. The key
aspects of good practice in financial management and accounting are set out in Table
4.6.

Table 4.7
Good Practice in Financial Management and Accounting

Practices

Careful investment planning based on a realistic

assessment of safety, liquidity needs and returns in that

order

. Limits on exposure to a particular instrument or
institution

. Limits on non-portfolio assets to less than 15-20% of

total assets

Financing . Comprehensive planning with scientific forecasting
. A long term planned approach to fund-raising; proper
contingency measures like cash credit facilities

Operational area
Investment .
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Operational area Practices

. Afinancing strategy that entails use of multiple and stable
sources of funds leading to funding risk mitigation

« Analysing working capital needs and maximising efforts
to attain a stable liability structure — even while
generating sufficient funds with an optimal cost and
conditions

Asset management o Clear strategy to protect and manage assets through
measures such as internal audit, portfolio tracking,
portfolio diversification and client level insurance

. Use of current accounts for collection

. Limits for branch office bank accounts

Accounting . Cash basis for recognition of interest income on loans
except in cases where loans are repayable in quarterly,
half-yearly or yearly instalment basis — cash-based
recognition of income is a commonly used practice and
represents a conservative way of reporting income

. Treating grant inflows as non-operational income and
reporting these inflows after determining operational
profitability

. Providing a detailed disclosure statement with regard to
the accounting policies adopted and also providing details
of each account head through schedules to the financial
statements

. Standardising and clearly defining the scope of an external
audit through the use of a formal contracting system

Source: M-CRIL, 2003. “Improving Microfinance Practice”

Financial management and accounting are inter-related and key functional areas for all
institutions engaged in financial intermediation. With a greater scale of operations,
increased reliance on commercial funds that provides a platform for attaining high levels
of outreach, financial management is now attracting the requisite degree of attention.
The trend to commercialisation is also leading to greater recognition of the need for
sound accounting practices.

With the scaling up of operations the following trends can be observed in financial
management practices:

a. Separately dedicated professional staff and department for financial management;
b. Cash management is fast becoming an important aspect of financial management
in microfinance. Clear cash transfer procedures, specific cash holding limits
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and emphasis on the optimal utilisation of excess cash are becoming the norm
in most progressive MFIs.

¢.  Cheque-based disbursement and repayment: Some MFIs have now moved towards
a cheque-based system of loan disbursement and repayment. Apart from
enhancing cash control, this reduces the delays in encashing cheques and allows
for the speedy transfer of cash.

d. Accounting: Documented accounting practices with increasing emphasis on
disclosure.

4.4.3 Requirements with Respect to Various Legal Forms

Regulations for societies and trusts do not provide any guidelines for financial
management and accounting policies specific to the microfinance business. The emphasis
in these regulations is largely on the annual accounts and financial reporting in prescribed
formats. NBFC regulations, as discussed in Sections 2 & 3, provide various guidelines
on prudential norms, accounting practices and reserve requirements (in the case of
deposit-taking NBFCs) asset-liability management and reporting formats. Cooperative
banks, like NBFCs, are subject to RBI regulations and are supervised by NABARD
along with their state cooperative departments. Such banks need to follow the specified
norms on disclosure, reserve maintenance and prudential norms. However, these
standards are not applicable to legal forms like cooperatives and mutually-aided savings
and credit cooperatives. While MFIs established as societies and trusts are able to get
away with relatively ineffective accounting practices, this is not so easy for NBFCs and
cooperative banks since these are subject to scrutiny by supervisors and regulators.

4.5 INTERNAL AUDIT AND CONTROL

The Basel Committee on Banking Supervision defines internal control* as “a process,
effected by an entity’s board of directors/trustees, management and other personnel,
designed to provide reasonable assurance regarding the achievement of objectives in the
following categories:

. Verify the efficiency and effectiveness of operations.

. Assure the reliability and completeness of financial and management information.

. Comply with applicable laws and regulations.

This definition reflects certain fundamental concepts:
a. Internal control is a process. It is a means to an end, not an end in itself.
b. Internal control is effected by people. It is not policy manuals and forms, but
people at every level of an organisation.

461998. Framework for Internal Control Systems in Banking Organisations. Basel Committee Publications No.40,
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C.

Internal control can be expected to provide reasonable assurance and increased
probability, not absolute assurance, to an entity’s management and board.

Internal control comprises the following five inter-related components:

a.

Control Environment: The core of any organisation is its people - their individual
attributes, including integrity, ethical values and competence largely determine
the environment in which they operate.

Risk Assessment: Establishment of mechanisms to identify, analyse and manage
related business and operating risks.

Control Activities: Establishment and implementation of control policies and
procedures to help ensure that the actions identified by management as necessary
to address risks and obtain the specified goals are effectively carried out.
Information and Communication; Surrounding these activities are information
and communication systems. These enable the organisation to capture and exchange
the information needed to conduct, manage and control the MFI’s operations.
Monitoring: The entire process must be monitored, and modifications made as
necessary. In this way, the system can react dynamically, changing as conditions
warrant.

45.1 Current Status of MFIs on Internal audit and control

As in the earlier sub-sections, there is some indication here also that companies perform
better, albeit because it is the better MFIs that have transformed into the more professional
legal forms (Table 4.7). The lack of professionalism among MFIs registered as societies
and trusts continues here. This results in a significant number of such MFIs having
ineffective internal audit and control systems.

Table 4.8
Assessment of Internal Control Systems of Indian MFIs
Performance Trusts/ Cooperative/ NBFCs/ Total
Societies MACTS Sec 25 Co.
Excellent 0 0 1 1
Good 9 1 5 15
Average 15 5 6 26
Poor 73 11 1 85
Total 97 17 13 127

Source: M-CRIL Database

84




Existing Legal and Regulatory Framework for the Microfinance Institutions in India

4.5.2 Best Practices and Emerging Trends in Internal Audit and Control*

Since microfinance is an activity with large volumes of small transactions and poorly
educated clients, MFIs, irrespective of their legal form, need to put in place internal
control mechanisms that first prevent, then detect, fraud and also ensure compliance
with organisational norms.

Table 4.9 details the elements of best practices of internal control being followed by
MFIs in India.

Table 4.9
Best Practices in Internal Audit and Control

Operational area Practices

Control environment | . The Board has an Audit Committee or a member
responsible for internal audit and to keep a check on the
internal audit team. This lends the internal audit
department more credibility.

. The internal audit department reports directly to the
board and reports cannot be influenced by senior
management. This creates an environment of autonomy
and fair play amongst the junior staff and management.

. Anenvironment of zero-tolerance for misappropriation
of funds.

Risk assessment . Multiple levels of evaluation including corroboration of
client data with guarantors and drawing from the
experience of other staff.

. Cash flow-based appraisal to determine absorption
capacity and repayment potential.

. Assess the ability of the co-obligant to repay.

. Monitoring geographical diversification of portfolio to
reduce the risk associated with excessive concentration
in a single area:

. Tracking the movement of overdues through an ageing
analysis to assess delinquency risk

Control activities . Stipulated maximum period for loan utilisation.

« Thorough loan utilisation checks — MFI may check with
the supplier from where the borrower is expected to
acquire the machine, inputs or other commaodities that
serve the purpose for which the loan is extended.

47 Adapted from M-CRIL, 2003. “Improving Microfinance Practice”
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Operational area Practices

. Standard process for dealing with non-utilisation.

« Quick field-level detection of overdues.

. Zero tolerance policy to tackle overdues.

. Standardised follow-up process.

Information and . Documented process for an organisation with an internal
Communication audit team.

. Orientation to operations for internal auditors.

« Result of audit shared with branch.

Monitoring « Audit compliance follow-up.

Source: M-CRIL, 2003. “Improving Microfinance Practice”

Due to the growing size of Indian MFIs, increasing attention is being paid to internal
control as a critical management function. This has led to a number of new developments
that, though still relatively tentative, suggest the following practices are becoming
common:

Involvement of the board of directors and senior management in control activities: As a
result of the growing importance of internal control, board members and senior
management are being made directly responsible for overseeing/managing control systems.
The concept of a Audit Committees of boards is becoming accepted and enables a clear
delineation of internal control from other operations.

Separation and professionalisation of the audit team: Until now most MFIs have treated
internal audit as ad-hoc checks which were conducted by the senior management and
some other staff from a different area. Now MFIs are making internal audit a regular
feature and creating separate in-house/out-sourced audit teams (manned by professionals)
to undertake this task.

Operations/internal audit manual: To communicate issues related to operational policy
and to ensure proper compliance, MFIs are developing detailed operations and audit
manuals. This is resulting in better understanding of policy at the operational level and
is making it easier to spot non-compliance. Recording and transaction of management
procedures are increasingly being clearly laid-out to regulate compliance.

Business planning: To monitor target achievement and progress, MFIs are introducing
comprehensive business planning procedures with participation from all levels of the
organisation. This results in realistic plans that have the support of operating staff.
Such plans help in spotting variances for initiating detailed checks and corrective measures.
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4.6 THE IMPORTANCE OF MANAGEMENT SYSTEMS TO MFI
OPERATIONS

Microfinance being a financial business requires some management expertise apart from
sound financial knowledge and accounting discipline. While the development approach
is essential for a client-focused business like microfinance, systemic strength is required
to scale-up the operations to a significant level and enhance outreach. As the discussion
in the above sections indicates, Indian MFIs have a very strong developmental perspective.
While their client focus has rarely been in doubt, their lack of management strength has
always impeded their growth. This problem has been reinforced by the unsuitability,
for this purpose, of the legal and regulatory framework.

It is apparent from the discussion in this section that of the 127 MFIs rated by M-CRIL
in India (until December 2004), not more than 15 have sound management practices
and adequate techno-managerial capabilities. Considering the size of the microfinance
market and the present (relatively limited) outreach of MFls in India, this position is far
from satisfactory. The lack of professionalism among MFIs has always been a matter of
concern for bankers, donors and other (more commercial) investors in the microfinance
industry. As a result, not only do most MFIs face difficulties transforming to the more
regulated and professional forms of legal structure represented by NBFCs, they also face
difficulty in raising funds for on-lending. While there is a need for a legal framework in
India that creates a facilitating environment for the establishment of MFlIs, the healthy
and steady growth of the sector also requires the establishment of more professional
management systems that can enable growth and generate confidence amongst investors.
These are the primary requirements in India today for increasing the outreach of
microfinance to the large majority of the 60-70 million poor families in the country.
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INTERNATIONAL EXPERIENCE OF THE EFFECT OF THE
RecuLATORY FRAMEWORK ON THE CHOICE OF LEGAL
Form?8

This section discusses international experience of the effect of regulatory frameworks on the
choice of legal form by MFIs. 1t shows that a number of countries have introduced regulatory
frameworks for the provision of microfinance services. The experience has been that, contrary
to the fear of central banks, while these frameworks have enabled transformation of some
institutions, they have not resulted in large numbers of MFIs needing to be supervised.

The earliest initiatives to bring microfinance under formal regulation and supervision
were undertaken in Latin America. These entailed either the registration of MFIs as
licensed commercial banks, as private financial funds (PFFs) or as regulated private
finance companies (Sociedad Financiera de Objeto Limitado). Essentially, a PFF (in Peru
for instance) has to be a corporation with a minimum paid-up capital equivalent to
US$1 million, just one-third of the amount required for a commercial bank. Table 5.1
contains the minimum capital requirements for commercialisation in other countries of
the region. In addition, however, there is a stringent constraint on operations as the
maximum portfolio allocation to loans is just twice the value of equity. PFFsare basically
subject to the supervision methods applied to banks supplemented by special methods
developed for MFIs including assessment of the credit methodology and visits to clients.

Table 5.1
Minimum Capital Requirements for Commercialisation

Countries Financiera(US$m) Commercial Bank(US$m)
Bolivia 1.0 5.6

Ecuador 1.3 2.6

El Salvador 1.0 2.5

Honduras 5.0 8.0

Mexico 2.2 N/A

Peru N/A 5.6

The trend of regulated microfinance started in Bolivia in 1992 when the microfinance
activities of the NGO Prodem were transformed into BancoSol, which was registered as
a licensed commercial bank. In 1995, in Ecuador, Banco Solidario was established as a

48 This section is partly adapted from a discussion paper on the regulation and supervision of microfinance in as part
of a Donor Review of Microfinance in Bangladesh by David Wright and Dewan Alamgir. M-CRIL made a significant
contribution to the original paper.
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commercial bank while Procredito, Bolivia was transformed into Caja los Andes, the
first organisation to become a Fondo Financiera Privado (Private Financial Fund - PFF)
under new legislation to create a specific structure for regulated non-bank MFIs. Also in
1995, Calpia was established as a Financiera in Ecuador, FINSOL in Honduras was
established in 1999 while in Peru the NGO ACP gave birth to Mibanco as acommercial
bank in 1998, and in Mexico the NGO Compartamos was transformed into a Sociedad
Financiera de Objeto Limitado as a regulated private finance company in 2001.

As with NBFCs in India, one difficulty during the process of licensing and approval is
mobilising the capital and creating the ownership structure required to satisfy regulatory
requirements. “Ensuring adequate capital provides protection to institutions against
various risks, allows for absorption of losses and, therefore, instills confidence amongst
investors, lenders, clients and regulators. The question in microfinance is “what is an
adequate level of capital?” It is widely accepted that the minimum capital requirements
for specialised MFIs need not be as high as those for full service commercial banks
because of the low portfolio size and the fact that the portfolio is not concentrated in a
few large loans. Levels that are too high may discourage MFIs from commercialisation
while low levels may allow unqualified entrants and also may not provide enough control
incentive to owners.™® Asis apparent from Table 5.1, the minimum capital requirements
for MFI transformation are quite high in most Latin American countries and these
effectively limit entry of large numbers of MFlIs into the regulated financial sector.

On the other hand, it has been argued that these levels of capitalisation in Latin America
have been good for the microfinance sector. An article in the November 2002 issue of
the MicroFinance Bulletin by Damian von Stauffenberg of MicroRate describes the
changes that have taken place in Latin America as a result of such specialised banks
being created. In 1997, of 29 MFIs that were assessed by MicroRate, most were NGOs.
By 2001, 20 of these had become formal (regulated) institutions. These 20 regulated
MFIs had an average debt/equity ratio of 4.5:1 compared to the 1.3:1 average ratio of
the nine remaining NGO-MFIs. As a result of the additional resources, the 20 regulated
MFIs on average were more than three times the size of the NGOs. However, the
causality here needs to be viewed with caution since it is more than likely that only the
largest of the NGOs were in a position to transform.

In Africa, a number of countries have started to put regulatory frameworks for
microfinance into place. Particularly advanced in this field are Uganda and Ethiopia.
“There are presently over 500 organisations in Uganda offering microfinance, together
providing financial services to approximately 550,000 clients, the majority being women.
Group lending is the predominant lending methodology using a blend of solidarity
groups and village banking. Many MFIs require clients to deposit compulsory savings

49 Thid.
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that are then locked in and not made available to the client until s/he has repaid the MFI
loan. MFlIs are not legally allowed to mobilise savings and on-lend them, leaving them
operating either outside the legal framework or within traditional cooperative or formal
sector banking laws. Only two organisations fall in the latter category and are currently
regulated by the central Bank of Uganda (BoU) — one commercial bank, Centenary
Rural Development Bank (CERUDEB); and one specialised microfinance credit
institution, Commercial Microfinance Limited (CMFL).

“As the microfinance sector has grown, there has been increasing recognition of the need
for change due to the fact that:

a. MFIs' emphasis on credit often exclude the risk-averse poorest who would rather
save in order to meet future needs and crises than to incur debt through getting a
loan. But the legal framework has prohibited MFIs from offering voluntary savings
services;

b. There has been increasing pressure from low-income clients in general to add
more flexible savings services, thus providing depositors with security, convenience,
liquidity and, ideally, some rate of return. Again the law has constrained this
development; and

c. Ifpriced correctly, savings instruments can contribute to institutional self-sufficiency
and to wider market coverage.

“Realising the need for a user-friendly legal and regulatory framework, BoU issued the
‘Policy Statement on Microfinance Regulation and Supervision’ in 1999. On the basis
of this, financial institutions were categorised into four ‘tiers’:

a. Commercial Banks, licensed under the Financial Institutions Statute 1993;
. Credit Institutions, licensed under the Financial Institutions Statute 1993;

c. Microfinance Deposit-Taking Institutions (MDIs), to be licensed under the new
Micro Deposit-Taking Institutions Act, 2002 (MDI Bill); and

d. Institutions involved in microfinance that do not qualify for Tier 1, 2 or 3, e.g.
smaller NGOs, membership-based savings and credit associations, and community-
based organisations (which will not be regulated or supervised by the Bank of
Uganda)”*°.

The MDI Bill was introduced in the Ugandan Parliament in 2002 and then went through
an extensive process consultation during which MPs had to be convinced of the need
for such legislation. Its impact on the choice of legal form is yet to be seen.

% 1bid.
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Experience of the effect of regulation on the choice of legal form in selected countries of
South and South-east Asia is summarised in Table 5.2 on the following pages. It is
apparent from the table that:

a.

A number of countries in Asia have legislation and/or regulatory frameworks that
are specifically designed to promote outreach beyond the traditional markets served
by commercial banks. Prominent amongst these are the BPRs of Indonesia and
the Rural Banks of the Philippines.

Where such frameworks are not specifically restricted to microfinance, they have
resulted in the creation of large numbers of Fls with substantial governance problems
and have also resulted in over-stretching the supervisory resources of central banks.
However, where these frameworks are limited to and specifically designed for
enabling the provision of microfinance, the situation is very different. Relatively
few MFIs are able to qualify for registration in their ability both to raise adequate
capital and to satisfy the management requirements of regulatory authorities. Thus,
there are just six microfinance-oriented rural banks in the Philippines, nine licensed
MFIs in Cambodia, five private development banks in Nepal and just five
microfinance banks in Pakistan (not included in Table 5.2).

Everywhere, central banks (and supervisory authorities) are still gaining the experience
necessary to undertake effective yet supportive prudential supervision of regulated MFIs.
A study of the costs and benefits of supervision, undertaken in Latin America, found
that MFIs believe that from their perspective the benefits of being regulated outweigh
the cost.

1 Theodore L. and Loubiere J.T., The Experience of Microfinance Institutions with Regulation and Supervision: Perspectives
from Practitioners and a Supervisor, October 2001
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Table 5.2: Regulation in Other Asian Countries (and implications for the selection of legal form)

Regulation/supervision of
NGO MFIs

Legislation enabling MFI
banks or other MFI licenses

Quality/extent of
supervision

EIR and
interest caps

Implications for choice of legal form

INDONESIA

>=—0vmZ00Z—

Local village credit boards (BKD)
providing mainly credit + forced
savings — supervised by Bank Rakyat
Indonesia (BRI) for Bank Indonesia.

Local non-bank financial institutions
(LDKP) (Banking Act No. 14 of
1967) regulated by the Ministry of
Home Affairs and provincial
governments; supervised by
provincial development banks.

BPRs — local level micro-banks —
(established by the banking reforms
of October 1988, recognised as
secondary banks by the Banking Act
of 1992) regulated by Bank
Indonesia; minimum capital required
- $60,000.

Cooperatives are subject to the
cooperative law (Nol2 of 1967)
regulated by the Department of
Cooperatives.

Pawnshops regulated by the Ministry
of Finance.

Provincial governments
given an opportunity to
establish NBFIs (1970) —
over 2,000 LDKPs.

Banking deregulation in
1988 lowered entry
barriers for NGOs to
BPRs — now over 2,000
BPRs.

Deposit protection
offered by BI.

Banking Act No.10 of
1998 requires any party
mobilising deposits from
the public to obtain a
business license from
Bank Indonesia.

- Bank Indonesia
representative on bank
boards.

- Emphasis on direct
inspections but not very
effective as Bank
Indonesia’s capacity to
monitor smaller banks
like BPRs is limited.

- Compliance and risk-
based supervision
complementary.

BPR - Savings
10%-17% p.a

Loans28%-63%
p.a. interest rate on
the basis of
purpose.

No interest caps of
any sort.

No real interest in
this issue from
politicians or
media.

Since the introduction of BPRs, entry
into micro-banking has been relatively
easy for private operators in addition to
the LDKPs established by provincial
governments. The minimum capital
requirement for BPR operations in rural
areas is very low. This resulted in the
establishment of >2,000 BPRs.

Supervision and governance norms are
relatively lax but this has meant that
many of the BPRs are quite weak
institutions.

Under new regulations, NGO-MFlIs can
no longer operate from 2008 and must
transform either into cooperatives or
BPRs

BIPU| Ul SUONN}ISU| 8DURUIJOIDIA BU) 10} Ylomawel AlojeinBiay pue [efa] Bunsix3



€6

Regulation/supervision of
NGO MFIs

Legislation enabling MFI
banks or other MFI licenses

Quality/extent of
supervision

EIR and
interest caps

Implications for choice of legal form

C

AMBODIA

>—00wmZ>0

0 All NGO-MFIs are registered with
the National Bank of Cambodia
(NBC).

0 MFIs able to meet the licensing
requirements are specifically
permitted to provide savings as well
as credit services. Minimum capital
requirement: US$65,000; each
licensed institution maintains 5%
of its registered capital as a
permanent reserve amount with
NBC; capital adequacy ratio (CAR)
—20%; liquidity ratio — 100%; loan
loss reserve requirements based on
ageing, >90 days — 20%, >180 days
- 50%, >360 days — 100%.

o License issued to MFls
by NBC. The license is
for a limited liability
company or a
cooperative.

o Licensing of rural credit
specialised banks: capital
requirement US$ 2.5
million not really MFls

Law on Banking and
Financial Institutions,
November 1999

Qualifications of the
director and members of
the decision-making
body need to be
submitted and cleared
by NBC while obtaining
a license.

Only nine licensed
MFIs; supervision
reasonable though
supervisors need
additional training and
experience

=}

=}

EIR of around
45%,

Foreign loan
funds cheaper
than mobilising
deposits.

No interest cap
from NBC but
informal
pressure by
government,
politicians and
press.

The licensed MFI route is increasingly
popular though relatively few have the
capacity to meet the equity and
management norms. Only one or two
more are likely to be licensed in the
near future.

NEPAL

rX>7oumZ

0 NGOs operate under the Society
Registration Act, 1978 and the
Social Welfare Act, 1991.
Regulated by the Social Welfare
Council.

0 MFIs licensed under the central
bank law, the Nepal Rashtra Bank
(NRB) Act for limited deposit
taking from members and also

o Limited banking licence
for NGOs and
cooperatives by NRB.

o Financial Intermediary
Societies Act, FISA, 1998
attempted to legitimise
microfinance by making
licensing mandatory but
easy; provisions such as
discretionary interest rate

Mandatory priority
sector lending — 12% of
portfolio - by
commercial banks is
channelled through
development banks,
licensed NGOs and
cooperatives at rates as
low as 6-8%.

=}

MFIs charge 18-
24%.

No interest cap
but it continues
to be a moral
obligation to
limit interest
rates and MFIs
face pressure;
interest exceeds

The limited banking licence for NGOs
legitimises a considerable amount of
NGO-MFI activity. Those who have
the capacity and want to operate on a
larger scale are able to establish
development banks. There are now five
non-government development banks in
operation in addition to five regional
Grameen Development Banks
established by the central bank.
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Regulation/supervision of
NGO MFIs

Legislation enabling MFI
banks or other MFI licenses

Quality/extent of
supervision

EIR and
interest caps

Implications for choice of legal form

C

AMBODIA

rX>7oumZ

regulated by NRB - around 60-70
such MFIs.

Cooperatives registered under the
Cooperative Act and some are
licensed by NRB for deposit-taking
as MFls.

Development Banks established
under the Development Banks Act,
1996 allows the establishment of
financial institutions with capital
requirement of just $133,000
compared to $3.3 million for
commercial banks — not allowed to
issue cheques or services other than
loans and deposits.

controls and NRB
responsibility for
guaranteeing loans to
MFIs made
implementation
impractical; law recently
re-enacted to take out
these provisions, not yet
notified(but see column
on interest caps for the
real political problem in
Nepal)

- NRB holds 60-75%
shares in some of the
Development Banks and
appoints CEOs

Reasonable supervision of
Development Banks but
not effective for MFIs.

15%, especially
from Maoists,
NRB has the
authority to ask
licensed agencies
to revise their
interest rates
under FISA,
1998.

PHILIPPINES

OMZ—TUVU—r——T1 7T

NGO:s involved in credit
registered under the Securities
and Exchange Commission (SEC)
as non-profit non-stock corporate
entities — unregulated since SEC
acts as a corporate registry only;
the Philippine Coalition for
Microfinance Standards has
introduced some self-regulatory
measures

o More liberal licensing
and branching of rural
banks since 2000. A few
of the larger MFIs have
now converted into rural
banks - CARD,
Opportunity
Microfinance Bank,
ARDCI, Microenterprise
Bank established within
the past 3-4 years.

- A National Credit
Council (NCC) in the
Department of Finance
established in 1993 to
determine and
recommend policy and
regulation initiatives to
the government; has
introduced new,
standard chart of
accounts and accounting

EIR ranges from
60-80% p.a. in
different areas —
often 3-6 month
loans.

BSP is part of
effort of
National Credit
Council to
promote

The rural bank is a similar legal form to
the BPR in Indonesia. Rural Banks
have been relatively easy to establish
though the central bank is now
concerned that 800+ is too many and
that many of these are too weak. It is
encouraging amalgamation of rural
banks though it is still encouraging the
establishment of “Microfinance-
Oriented Rural Banks” — with more
than 50% of portfolio in micro-loans
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Regulation/supervision of
NGO MFIs

Legislation enabling MFI
banks or other MFI licenses

Quality/extent of
supervision

EIR and
interest caps

Implications for choice of legal form

PHILIPPINES

OmMmZ— 0V U———TIT0

Credit unions and deposit taking
cooperatives — lax approach to
regulation by the Cooperative
Development Authority (CDA);
mainly checks compliance with
registry rules and submission of
annual reports, visits by CDA
agents; BSP favours regulation but
would like to leave regulation to
the CDA

Rural banks (~800 of them)
regulated and supervised by the
central bank, Bangko Sentral ng
Pilipinas (BSP) — minimum
capital requirements $64,000 to
$640,000 depending on location
(6™ class municipalities to Metro
Manila); CAR - 10%; reserve
requirements, 2% on savings and
time deposits, 7% on demand
deposits; loan loss reserve
requirements based on the extent
of collateral.

rules for all types of
MFIs.— Supervision of
rural banks being
strengthened but still
relatively weak.

market-oriented
microfinance:
Some pressure
from politicians,
media to restrict
interest rates but
not supported
by the
government.

($2,500). So far there are six such rural
banks. As elsewhere the cooperative
sector is relatively weak.
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The direct anticipated benefits of regulation include: increased access to capital; ability
to provide a broad product mix, especially savings and payments; and improved credibility.
In addition the MFIs also cited increased profitability, better general understanding of
MFIs and their clients, and the ability to be more innovative in product offerings. The
direct costs, on the other hand, include adding and training staff, modifying or replacing
MIS, and supervisory fees. Indirect costs may include decreased flexibility and increased
workload of staff in dealing with examiners. A particular problem of these Latin American
MFIs was that they were the first in their countries to obtain licences and therefore had
to break much new ground. This experience is now being replicated in countries like
Cambodia, Nepal, Pakistan and the Philippines (discussed above) where regulators and
supervisers have only recently started to learn to work with regulated MFIs.

As Compartamos (Mexico) commented:

“The process was long and tedious (lasting more than two years). The principal obstacles
were: the low priority the authorities placed on this, given the fact that the regulatory staff has
a high volume of work; and the supervisors lack of knowledge of microfinance.”

Essentially, it is apparent from international experience that while the expected benefits
of transforming to a regulated legal form are high, the short-term costs could be significant
for the pioneering MFIs that transform to these structures. Nevertheless, it is apparent
from the experience both of Latin America and of countries such as Cambodia that
transformation has a substantially impact through increased outreach. To the extent
that the pioneering MFIs are the strongest ones in each country — in terms of both
finances and management — the costs of undergoing the learning process required to
develop comfort and experience amongst central bank supervisers are likely to be
worthwhile for garnering the benefits of transformation.
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ANNEXURE 1

A DISCUSSION ON THE LEGISLATION AGAINST THE CHARGING OF
USURIOUS INTEREST RATES

The Indian Moneylenders’ Act 1918 forms the base of all legislation against the charging
of usurious interest rates in the country. Until the early part of the 20" century, in the
absence of a proper banking network, poor farmers and petty traders were exposed to
the excesses of moneylenders. Legislation to bring the charging of usurious interest
rates under some control was enacted in 1918. After Independence and subsequently
the enactment of the Indian Constitution, this subject was brought under the purview
of state governments. Following this, various state governments have brought their own
legislations and ordinances to curb the activities of moneylenders.

The Act has implications for the activities of some MFIs as well. MFIs registered as
Societies and Trusts can easily be targeted under the provisions of the state-level legislations
and ordinances. Since the status of microfinance as social work and an activity for the
alleviation of poverty has never been under any regulatory framework, such institutions
can be accused of engaging in unregulated moneylending activity. In this context, the
discussion below covers some of the provisions of the Tamil Nadu Prohibition of Charging
of Exorbitant Interest Ordinance, 2003 — a matter of considerable discussion in the
microfinance sector at present. The explanatory statement of the ordinance says that

“In order to obviate the difficulties experienced by the public at large, falling prey to any
person charging exorbitant interest like daily vatti, kandhu vatti, meter vatti and thandal,
the government have decided to prohibit lending money for such exorbitant interest
and to provide for the stringent punishment therefore and decided to enact a new
legislation for the purpose.”

The above statement appears to carry all the noble intents of preventing the exploitation
of poor villagers, etal. Section 3 of the ordinance says: “No person shall charge exorbitant
interest on any loan advanced by him.” The term exorbitant interest is defined by the
Section 7 of the Tamil Nadu Moneylender’s Act 1957. It states:

a. No moneylender shall charge interest on any loan, at a rate exceeding such rate as
the government may, by notification, fix from time to time. Provided that the rate
of interest as may be fixed by the government shall be correlated to the current
bank rates of lending as may be fixed by the Reserve Bank of India, from time to
time.
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b. A moneylender may demand and take from the debtor such charges and in such
cases, as may be prescribed.

c. A moneylender shall not demand or take from the debtor any interest, profit or
the sum whatever in excess of that payable under sub-section 1.

Clearly the state government has assumed the role of fixing interest rates for moneylenders.
Needless to say, the interest fixed by the governments is not scientific and hardly takes
into account the various costs and risks involved therein. Moreover, they are rarely
followed, as is apparent from the findings of various studies of interest rates being charged
by moneylenders. It would be interesting to see what the laws of some other states say
on this. The Rajasthan Moneylender’s Act 1963 defines interest as any sum, whatsoever
name called, in excess of the principal paid or payable to a money lender in consideration
of or otherwise in respect of, but does not include any sum lawfully charged by a
moneylender for or on account of costs, charges or expenses in accordance with the
provision of this Act or any other law for the time being in force. Similarly, the Karnataka
Moneylender’s Act, 1961 defines interest as the return to be made over and above what
was actually lent, whether the same is charged or sought to be recovered specifically by
way of interest or otherwise, but does not include any sum lawfully charged by a
moneylender for or on account of costs, charges or expenses in accordance with the
provisions of this Act, or any other law for the time being in force.  Clearly, the
government retains the right to play around with the interest rates by bringing in
ordinances from time to time. While this provision appears to be in the public interest,
this also leaves the possibility of other institutions becoming easy prey.

The Tamil Nadu Moneylender’s Act 1957 also requires the moneylenders to obtain a
license from the state government and follow some requirements for registration as a
moneylender.

There is a list of the requirements that needs to be followed for obtaining a license.
Section 3 of the Moneylender’s Act states

i No person shall on and after the date on which the provisions of this Act are
brought into force in any area carry on or continue to carry on business as a
money lender at any price in such area except under and in accordance with
the terms of a license.

ii  Where a money lender has more than one shop or place of business whether in
the same town or village or in different town or village or in different towns or
villages, he shall obtain a separate license in respect of each such shop or place
of business.

iii  Where a moneylender is a registered firm the license shall be obtained in the
firm’s name.
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iv. Where amoneylender is an undivided Hindu family, the license shall be obtained
in the name of the manager or the Karnavan or the yajaman, as the case may be
described as such in the license.

v Where a moneylender is any other association of individuals, not required to
be registered under the Companies Act, 1956, a separate license shall be obtained
by each such individual in his name describing himself as a member of the
association, provided that nothing contained in this sub-section shall affect
the operation of Section 590f the Indian Partnership Act, 1932.

Similarly, Section 6 of the Bombay Moneylender’s Act, 1946 states that every moneylender
shall annually before such date as may be prescribed make an application in the prescribed
form for the grant of a license to the Assistant Registrar of the area (within the limits of
the place where he intends to carry on the business of money-lending or if he intends to
carry on such business at more than one place in the area, the principal place of such
business is situated). The above provisions clearly require all the MFIs (except cooperative
societies, cooperative banks, NBFCs and Section 25 companies) to obtain a license for
carrying out their business — if they are practicing professional money lending. The
table on the following page provides details on some of the important regulatory
provisions of different state moneylenders’ acts. Given the debatable nature of
microfinance as a charitable activity, societies and trusts can easily be targeted under the
provisions of this Act notwithstanding the fact that the MFIs are trying to provide an
important financial service to poor clients and their objective is to alleviate poverty by
providing credit to low-income clients.
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Annex 1: Table 1

Important Features of Different State Moneylender's Acts

State Acts / Important Features

Registration & Registration
Authorities

Maintenance of Liquid Assets

Maximum Rate of Interest

Minimum Transaction
Amount through Cheques

U P Regulation of Moneylend-
ers' Act 1976

Supreme authority in the state
being the Registrar General of
Moneylending; followed by

officials of smaller denomination.

Application to be made to the
concerned authority in the
prescribed format along with the
required stamp fee; if the
principal of the business is in the
state of UP.

At least 25% of the deposit
liabilities held by the money-
lender. Also the amount of non-
collateral advances should not
exceed 50% of the total deposit
liability of the money lender.

State government to announce
the rates of interest for the
secured and unsecured loans
based on the bank rates.

Rs 1,000 Only.

Bengal Moneylender's Act 1940
(with an amendment to bring
in the commercial loans also
under the purview of this act in
1981)

State Registrar to be supreme
authority in the state; to be
appointed by the government of
the West Bengal. Also the
inspectors to be appointed for
specific geographical jurisdiction
to take care of such businesses.
Application for registration to be
made to these inspectors in
specified formats.

No such provision

10% per annum for secured
loans and 12% per annum for
unsecured loans.

In the case of commercial loans
(meant for commercial or
business use) - 17.5% per
annum for unsecured loans and
20% for secured loans

No such provision
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State Acts / Important Features

Registration & Registration
Authorities

Maintenance of Liquid Assets

Maximum Rate of Interest

Minimum Transaction
Amount through Cheques

Kerala Moneylenders' Act 1958

Registrar to be appointed by the
state government.

The application for license/
registration to be made to the
registrar on the prescribed format
alongwith the stamp duty fee to
be charged on the basis of the
amount to be lent during the
year. The license to be renewed
every year.

No provision; though licensed
money lenders allowed to accept
deposits.

Should not exceed 2% the rate
of interest being charged by the
commercial banks in the state.

Not specified.

Karnataka Moneylender's Act
1961

State government to appoint
Registrar General, who would be
the supreme authority in the
state on the matters of money
lending; to be followed by
Registrars and Sub Registrars.

Application to be made to the
concerned authority for the
geographical area and the license
fee or the stamp duty to be based
on the proposed working capital
of the moneylender.

Money lender may hold security;
but no liquid deposit from the
debtor. Any liquid deposit to be
credited from the borrowed
amount.

State government to fix the
maximum rate of interest from
time to time based on the
ongoing bank rates.

No such provision.
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ANNEXURE 2

Exemptions Available to Companies Registered under Section 25 of the Companies Act, 1956

S.No. | Notification number - . . Provisions from which exemption has been granted
Provisions dispensed with - =
& date Section Nature of provisions
1 Sec 263A inserted by Provisions relating to putting a resolution to vote (provisions | 177 Voting to be by show of hands at first instance.
Act No 65 of 1960 in the Articles of such company if any for election of
(28.12.1960) directors by ballot shall prevail).

2 -Do- Provisions in articles of association relating to electing the 255, 256, 263 | Manner of appointment of directors.
directors by ballot at AGM shall prevail.

3 SO-1578 Gl Whole provisions of Section 147 regarding publication of 147 Publication of name and address of company.

dated 8.7.1961 name and address by a company.

4 Do- Whole provision relating to filing with the Registrar a return | 160(1)(aa) Annual return to accompany details.
stating names of members and other details.

5 Do- Whole provisions relating to holding of AGM during 166(2) AGM to be called during the business hours and on
business hours and on a day which is not a public holiday. a day which is not a public holiday.

6 Do- Provision relating to 21 days clear notice for calling a general | 171(1) Length of notice for calling meeting.
meeting. (Only 14 days notice may be given for calling
AGM).

7 -Do- Provisions relating to retention of books of accounts (books | 209(4A) Retention of books of account for a period not less
of accounts relating to a period of not less than four years than eight years.
need only be preserved).
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S.No. Notification number - . . Provisions from which exemption has been granted
Provisions dispensed with - =
& date Section Nature of provisions

8 -Do- Whole provisions relating to leaving a notice signifying 257 Right of persons to stand for directorship..
candidature for office of director.

9 Do- Consent for directorship not required to be filed with the 264(1) Consent of candidate for directorship to _be filed with
compan the company and consent to act as a director to be

pany filed with Registrar.

10 -Do- Provision relating to holding of meeting of board of directors | 285 Meeting of board of directors should be held once in
provided at least one meeting should be held within every six every three calendar months.
calendar months.

11 -Do- Provisions relating to holding of meeting of board of directors | 287 Quorum of meetings.
(quorum at a meeting of board shall be eight members of % of
its total strength subject to minimum of two).

12 -Do- Interest to be disclosed in the specified manner only in 299 Disclosure of interests by directors, etc.
respect of contracts to which Sec297 (1 &3) is applicable.

13 -Do- Register of contracts to which Sec 297(1&3) is applicable 301 Maintenance of register of contracts, companies and
only need to be maintained. firms in which directors are interested.

14 -Do- Provisions relating to sending an abstract terms of contract or | 302(2) Abstract of terms of contract or variations of
variations of contract (such information need not be sent). contract for appointment of managing director and
Provisions relating to recording minutes. If the articles provide interest of any director therein to be sent to the
for confirmation of minutes by circulation, minutes may be members.
recorded within 30 days of conclusion of every meeting.

15 SO-2767 Provisions relating to obtaining government approval for 193 Minutes of proceedings of general meeting of board

dated 5.8.1964 increasing number of directors (Govt. approval not required). and other meetings.
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appointed to perform the duties of Secretary need not possess
prescribed qualification).

S.No. Notification number . . . Provisions from which exemption has been granted
Provisions dispensed with - =
& date Section Nature of provisions
16 -Do- Provisions relating to obtaining government approval for 259 Increase in number of directors to require
increasing number of directors (Govt. approval not required). government sanction.
17 -Do- Provisions relating to exercising/deciding of following powers | 292 Certain powers to be exercised by board only at a
at a board meeting: meeting.
a. to borrow money otherwise than on debentures;
b. to invest funds of the company;
¢. to make loans
(These powers may be exercised by circulation instead of at a
meeting.)
18 GSR No 73 dated Copies of balance sheet and auditors report should be sent 219(1) Right of members to copies of balance sheet and
30.12.1965 not less than 14 days before the date of general meeting. auditor report.
19 SO-35E dated 9.2.1976 | Provisions relating to appointment of a Secretary (Person 2(45) Secretary of a company to have prescribed

qualification.

Source: Nabhi's Formation and Management of a Society, September 2004
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ANNEXURE 3

A NOTE ON THE RATING PRINCIPLES AND FRAMEWORK OF
M-CRIL

Governance and strategy: The assessment depends on the quality and
appropriateness of the board composition, its role and overall organisational strategy.

Management systems are rated on the quality of human resources, the strength of
critical systems like accounting and management information. The performance
of the MFI on staff productivity and ensuring compliance is also assessed.

Financial performance evaluation requires the rating team to construct financial
statements, based on internationally accepted prudential norms, to present a fair
picture of the operations. In case of organisation’s doing more than one activity,
the costs are allocated based on a field assessment of usage. These are then used to
assess the MFI’s financial strength based on aspects like repayment performance,
asset quality, liquidity, asset liability management (ALM) and profitability.
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